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SECURITIES  LITIGATION  REFORM 


FRIDAY,  JULY  22,  1994 

House  of  Representatives, 
Committee  on  Energy  and  Commerce, 
Subcommittee  on  Telecommunications  and  Finance, 

Washington,  DC. 

The  subcommittee  met,  pursuant  to  notice,  at  10:07  a.m.,  in  room 
2123,  Raybum  House  Office  Building,  Hon.  Edward  J.  Markey 
(chairman)  presiding. 

Mr.  Markey.  Good  morning  and  welcome  to  the  Subcommittee 
on  Telecommunications  and  Finance.  This  is  the  first  of  two  hear- 
ings the  subcommittee  will  hold  over  the  course  of  the  next  3  weeks 
to  address  the  subject  of  securities  fraud  lawsuits  brought  in  the 
form  of  class  actions. 

I  doubt  that  there  is  anyone  in  this  room — there  is  certainly  no 
one  on  this  dais — ^who  does  not  realize  the  discussions  about  this 
issue  have  often  been  contentious  and  difficult.  But  notwithstand- 
ing the  serious  policy  disagreements  that  exist  at  the  center  of  this 
debate,  there  are  a  number  of  significant  issues  about  which  I 
think  virtually  all  of  us  agree.  And  I  think  a  quick  review  of  those 
matters  may  help  us  to  see  the  remaining  issues  in  a  more  accu- 
rate and  realistic  light. 

We  all  agree  that  Americans  enjoy  and  derive  substantial  bene- 
fits from  the  deepest,  most  liquid  and  most  transparent  securities 
markets  in  the  world.  We  all  agree  that  in  recent  years,  our  securi- 
ties markets  have  expanded  tremendously,  with  record  amounts  of 
investment  capital  raised  year  after  year.  We  all  agree  that  over 
the  last  two  decades  our  securities  markets  have  played  a  leading 
role  in  financing  the  birth  and  growth  of  the  most  promising  and 
exciting  sector  of  the  Nation's  economy — the  extraordinarily  high 
growth,  high-tech  industry. 

We  all  agree  that  the  annual  audits  performed  by  independent 
accounting  firms  at  the  14,000  companies  registered  with  the  SEC 
are  vitally  important  to  investors  and  to  the  market.  We  all  agree 
that  a  crucial  factor  supporting  the  growth  of  our  economy  is  the 
trust  and  confidence  that  investors  have  in  the  integrity  and  fair- 
ness of  our  securities  markets. 

We  all  agree  that  trust  and  confidence  are  derived  in  part  from 
the  exceptional  work  of  the  many  talented  and  committed  public 
servants  who  have  served  at  the  SEC  over  the  years,  and  in  part 
from  the  availability  to  investors  of  a  private  right  of  action  pur- 
sued and  enforced  through  the  Federal  courts. 

And  finally,  we  all  agree  that  securities  fraud  can  pose  grave 
threats  to  investors.  Left  unremedied,  this  can  undermine  con- 
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fidence  in  the  overall  integrity  of  our  markets  and,  by  diminishing 
deterrence,  possibly  even  encourage  more  fraud.  Indeed,  some  secu- 
rities fraud  cases  have  been  so  large  and  become  so  familiar  that 
a  single  word  or  two  can  summon  back  the  painful  memories: 
Drexel  Bumham;  Centrust;  Lincoln;  Prudential;  BCCI;  Phar-Mor; 
Salomon  Brothers;  Miniscribe;  Executive  Life;  Crazie  Eddie — I  am 
not  talking  about  the  Chair — and  ZZZZ  Best,  are  just  a  few  of  the 
more  notorious  cases  that  jump  to  mind. 

This  is  a  broad  common  ground  from  which  to  start,  and  it  gives 
me  hope  that  we  are  not  necessarily  as  far  apart  as  rhetorical  tem- 
peratures would  sometimes  suggest.  But  I  want  to  emphasize  the 
context  in  which  the  debate  occurs. 

First,  advocates  of  reining  in  securities  fraud  lawsuits  frequently 
lapse  into  hyperbolic  assertions  that  there  is  a  crisis  or  an  epidemic 
of  frivolous  securities  litigation.  Chairman  Levitt  addressed  this 
subject  in  a  speech  he  delivered  earlier  this  year.  The  chairman 
said,  "The  number  of  security  law  cases  has  not  increased  during 
the  past  two  decades.  Class  action  filings  have  increased  over  the 
past  3  years,  but  they  do  not  exceed  the  levels  that  prevailed  dur- 
ing the  1970's.  When  measured  against  the  number  of  public  offer- 
ings, the  volume  of  trading  on  NASDAQ  and  the  exchanges,  the 
amount  of  securities  litigation  has  actually  declined." 

Similarly,  the  impressive  staff  report  prepared  in  the  Senate 
Subcommittee  on  Securities  at  the  direction  of  Senator  Christopher 
Dodd  and  released  in  May  concludes,  "The  information  provided  by 
the  SEC  and  others  demonstrates  that  the  number  of  securities 
cases  filed  annually,  while  volatile,  appears  to  be  well  within  his- 
torical norms."  Later,  the  report  notes,  "The  empirical  studies  pro- 
vided to  the  subcommittee  do  not  suggest  any  overall  explosion  of 
private  securities  litigation." 

The  fact  is  that  since  1973,  an  average  of  about  125  companies 
a  year  appear  to  have  been  subject  to  a  securities  fraud  class  action 
lawsuit.  The  figures  for  the  early  1990's  are  remarkably  similar  to 
the  numbers  for  the  early  1970's.  In  between,  there  appeared  to  be 
a  gradual  reduction  in  the  number  of  companies  sued,  before  the 
numbers  surged  ahead  again  in  the  late  1980's. 

Even  the  'Big  Six'  accounting  firms,  which  are  frequently  the 
subject  of  securities  litigation  and  are  collectively  the  most  active 
critics  of  the  securities  litigation  process,  have  put  forward  statis- 
tical information  that  undermines  the  'epidemic'  theory.  In  re- 
sponse to  a  request  from  the  SEC,  the  'Big  Six'  firms  reported  that 
the  number  of  securities  suits  filed  against  them  declined  by  more 
than  40  percent  in  the  3  years  ending  in  1992.  Perhaps  more  sig- 
nificantly, their  study  indicated  that  during  the  same  period,  the 
number  of  securities  class  action  suits  they  succeeded  in  having 
dismissed  increased  by  more  than  350  percent.  And  finally,  the  Big 
Six  reported  that  they  won  more  than  half  of  the  small  number  of 
class  action  cases  that  actually  went  to  trial. 

If  there  has  been  no  explosion  in  securities  fraud  litigation  dur- 
ing the  past  20  years,  there  most  certainly  has  been  an  explosion 
of  activity  in  the  Nation's  economy.  During  that  time,  the  number 
of  companies  registered  with  the  SEC  has  increased  by  nearly  40 
percent,  even  though  we  now  have  broadened  rules  that  exempt 
more  companies  from  registration  requirements.  The  number  of 


companies  listed  on  the  New  York  Stock  Exchange  increased  by 
more  than  25  percent,  while  trading  volume  increased  by  a  stagger- 
ing 1,200  percent.  The  number  of  companies  listed  with  NASDAQ 
is  more  than  65  percent  higher  than  in  1973,  and  the  trading  vol- 
ume is  now  more  than  27  times  greater.  And  finally,  the  number 
of  securities  offerings  has  also  soared.  IPO's  are  up  by  530  percent, 
and  total  securities  offerings  have  increased  by  270  percent. 

Second,  it  is  clear  that  we  can  improve  the  process  of  initiating 
and  managing  securities  fraud  class  actions  that  will  enhance  rath- 
er than  threaten  the  rights  of  investors  while  possibly  lessening  the 
burdens  felt  by  defendants.  Some  participants  in  this  debate  have 
for  too  long  responded  to  discussions  about  reforming  the  litigation 
process  by  denying  the  existence  of  any  problems.  But  the  un- 
seemly race  to  the  courthouse,  the  fees  allegedly  paid  by  some  law- 
yers to  brokers  for  referrals,  and  the  rare  but  not  unheard  of  prac- 
tice of  filing  form  complaints  all  can  and  should  be  addressed.  And 
while  I  am  not  likely  to  support  any  modifications  of  the  SEC's  safe 
harbor  rule  that  would  alter  the  crucial,  critical  requirements  of 
"good  faith"  and  "reasonableness",  I  do  think  we  need  to  gain  some 
understanding  of  why  this  rule  does  not  appear  to  be  used  in  the 
manner  contemplated  when  it  was  enacted.  I  know  the  Commission 
is  studying  this  question  and  I  look  forward  to  their  response.  And 
finally,  more  attention  must  be  focused  on  the  potential  conflicts 
that  are  inherent  in  the  relationship  between  class  counsel  and  in- 
dividual plaintiffs.  This  tension  exists  and  is  an  inevitable  con- 
sequence of  the  structure  of  all  class  action  lawsuits.  It  is  therefore 
incumbent  on  us  to  make  certain  that  our  rules  and  our  mecha- 
nisms for  overseeing  and  supervising  this  relationship  are  sound. 

Of  course,  these  are  not  the  only  issues  relating  to  securities 
fraud  class  actions  that  need  to  be  addressed.  The  Commission  has 
recommended  that  the  subcommittee  move  promptly  to  overturn 
the  Supreme  Court's  recent  decision  in  the  Central  Bank  of  Denver 
case  that  eliminated  the  right  of  investors  to  bring  an  action 
against  those  who  aided  and  abetted  a  securities  fraud,  even  if  they 
did  so  intentionally  or  recklessly.  The  majority  opinion  in  that  case 
has  also  raised  serious  doubts  about  whether  the  Commission  re- 
tains authority  to  bring  aiding  and  abetting  actions.  Because  of  the 
obvious  seriousness  of  this  issiie,  I  have  asked  for  and  received  the 
Commission's  assistance  in  drafting  language  to  overturn  the  deci- 
sion, and  I  expect  to  introduce  a  bill  shortly  that  will  accomplish 
that  objective. 

Similarly,  I  agree  with  the  Commission's  recommendation  that 
another  Supreme  Court  decision  be  overturned.  This  one  involves 
the  Lampf  case  and  the  establishment  of  a  uniform  national  stat- 
ute of  limitations  for  securities  fraud  cases.  While  a  uniform  stand- 
ard should  bring  greater  predictability  to  this  area  of  the  law,  the 
Court's  limitations  period  is  far  too  short,  especially  given  the  in- 
creasing complexity  of  our  financial  markets.  This  is  a  reform  that 
I  sought  in  the  101st  Congress  and  is  long  overdue. 

Apart  from  these  issues,  I  look  forward  to  the  arguments  of  those 
who  propose  to  replace  joint  and  several  liability  with  proportionate 
liability.  We  would  all  like  to  live  in  a  world  where  the  primary 
perpetrators  of  fraud  get  caught  and  bear  all  the  costs  of  com- 
pensating their  victims.  But  if  the  defendant  that  is  primarily  lia- 


ble  is  broke  or  in  the  Bahamas,  as  is  often  the  case,  the  burden 
of  the  fraud  must  fall  either  on  the  victim  or  on  those  who  aided 
and  abetted  the  primary  wrongdoer.  Clearly  the  lesser  of  these 
evils  is  to  impose  the  burden  on  those  whose  intentional  or  reckless 
conduct  supported  the  fraud.  Proportionate  liability  would  impose 
the  burden  on  the  victim,  a  highly  undesirable  result. 

The  proposal  to  establish  a  mandatory  'loser  pays'  rule  for  allo- 
cating attorneys'  fees  seems  similarly  flawed.  This  approach  creates 
risk  for  virtually  every  individual  investor  that  is  completely  out  of 
proportion  to  any  benefit  they  could  ever  derive  from  participating 
in  the  lawsuit.  In  fact,  many  experts  believe  that  this  provision  by 
itself  would  instantly  make  securities  fraud  actions  an  endangered 
species,  leaving  millions  of  American  investors  without  any  re- 
course despite  legitimate  claims  that  they  have  been  defrauded.  Fi- 
nally, proposals  to  change  the  burden  of  proof  in  securities  class  ac- 
tion cases  also  appear  to  lack  any  reasonable  relation  to  the  desire 
to  discourage  the  filing  of  frivolous  cases.  By  changing  the  burden 
of  proof,  many  cases  that  could  win  before  a  judge  or  jury  today — 
and  thus  by  definition  are  meritorious — would  lose  tomorrow. 

It  is  of  course  one  of  the  overriding  duties  of  this  subcommittee 
to  ensure  that  our  laws  and  regulations  effectively  deter  fraudu- 
lent, deceptive  and  manipulative  practices  that  relate  to  the  pur- 
chase or  sale  of  securities,  and  provide  effective  remedies  to  inves- 
tors when  those  laws  have  been  violated.  While  the  SEC  does  a  su- 
perb job  of  regulating  the  market  and  overseeing  the  enforcement 
of  securities  laws,  the  oversight  capabilities  of  millions  of  investors 
serving  as  de  facto  private  attorneys  general  are  formidable  and 
should  not  be  cavalierly  diminished.  We  all  share  a  concern  about 
abusive  lawsuits,  and  we  should  seek  to  address  those  abuses  as 
effectively  as  we  can.  I  look  forward  to  working  with  my  colleagues 
on  these  issues  in  this  same  spirit  of  bipartisan  commitment  to  in- 
vestor protection  that  is  the  hallmark  of  the  work  of  this  sub- 
committee. 

That  completes  the  time  of  the  Chair  for  an  opening  statement. 

Let  me  recognize  the  gentleman  from  North  Carolina,  Mr.  Mc- 
Millan, for  an  opening  statement. 

Mr.  McMillan.  Thank  you,  Mr.  Chairman.  I  want  to  commend 
especially  my  colleague,  Mr.  Tauzin,  for  his  dogged  determination 
in  advancing  H.R.  417  and  working  with  the  chairman  to  hold  this 
first  and  hopefully  not  the  last  hearing  on  this  important  piece  of 
legislation.  I  was  an  early  cosponsor  of  this  bill  and  have  long  felt 
that  it  deserves  the  attention  of  this  committee. 

Mr.  Chairman,  the  current  system  of  securities  litigation  in  this 
country  is  being  abused  by  lawyers  who  have  harnessed  a  class  of 
professional  plaintiffs  who  own  very  little  stock  in  many  companies 
and  stand  ready  to  file  suit  against  them  when  their  stock  drops. 

Virtu£illy  all  of  these  cases  settle,  enabling  plaintiffs'  lawyers  to 
extract  large  settlement  fees  without  ever  going  to  court.  In  fact, 
a  recent  study  reported  that  the  plaintiffs'  bar  made  roughly  $327 
million  from  the  resolution  of  class  action  suits  in  1  year  alone. 

While  these  lawyers  are  reaping  the  rewards  of  these  frivolous 
claims,  the  investing  public  is  suffering.  Shareholders  lose  money 
when  innocent  companies  become  the  target  of  meritless  suits.  The 
threat  of  these  class  action  suits  also  discourages  companies  from 


making  voluntary  disclosures  of  information  that  would  otherwise 
be  useful  to  investors.  These  investors  are  further  harmed  when  li- 
ability exposure  concerns  discourage  public  accountants  from  audit- 
ing high  growth  and  high-tech  companies. 

H.R.  417  is  designed  to  eliminate  the  abusive  litigation  practice 
associated  with  securities  fraud  litigation.  In  order  to  discourage 
these  professional  plaintiffs,  H.R.  417  will  forbid  the  payment  of 
bonuses  or  bounties  to  plaintiffs  in  these  class  action  suits. 

Third  parties  such  as  stockbrokers  will  be  prohibited  from  receiv- 
ing referral  fees  for  finding  plaintiffs  to  participate  in  these  frivo- 
lous lawsuits.  Unsuccessful  litigants  will  be  required  to  pay  the 
legal  fees  and  expenses  of  these  defendant  companies  so  long  as 
these  claims  are  not  deemed  to  be  substantially  justified. 

Plaintiffs  would  be  required  to  prove  allegations  of  fraud  by  clear 
and  convincing  evidence  as  opposed  to  the  lower  standard  of  proof 
that  exists  today.  Only  defenaants  who  engaged  in  knowing  securi- 
ties fraud  would  remain  subject  to  joint  and  several  liability.  Those 
defendants  whose  liability  is  found  to  be  less  than  intentional  will 
be  responsible  only  for  their  proportionate  share  of  plaintiffs  dam- 
ages. 

I  appreciate  the  fact  that  the  chairman  may  have  some  concerns 
about  some  portions  of  H.R.  417  and  I  hope  that  Chairman  Levitt 
will  shed  some  light  on  these  weaknesses.  I  nevertheless  feel  that 
H.R.  417  eliminates  the  flood  of  frivolous  securities  litigations  that 
has  burdened  our  business  and  investment  community  while  main- 
taining a  reasonable  avenue  for  the  filing  of  meritorious  claims. 

I  thank  the  Chair  and  yield  back  the  balance  of  my  time. 

Mr.  Markey.  The  gentleman's  time  has  expired. 

The  Chair  recognizes  the  gentleman  from  Louisiana,  Mr.  Tauzin. 

Mr.  Tauzin.  I  thank  the  Chair. 

Mr.  Chairman  and  members  of  the  committee,  using  some  show 
and  tell  here,  I  will  try  to  make  this  possible  for  all  of  you  to  see 
it,  the  audience  as  well.  The  chairman  has  alluded  to  the  fact  there 
is  no  crisis  in  this  area  yet  and  that  the  number  of  lawsuits  has 
not  yet  threatened  the  system. 

Let  me  assure  you  that  the  number  of  lawsuits  filed  in  cases  is 
approximately,  as  far  as  we  can  tell,  several  hundred,  250  or  so  a 
year.  But  the  problems  are  not  just  in  the  number  of  filings,  nor 
even  in  how  many  cases  are  pending. 

Mr.  Chairman,  first,  let  me  thank  you  for  this  hearing.  It  is  our 
first  chance  to  tell  the  horror  story  of  what  has  become  lOb-5  law- 
suits, a  section  of  law  that  was  initially  designed  to  protect  inves- 
tors and  has  now  become  a  section  of  law  used,  I  think,  in  preda- 
tory law  practice. 

The  cases  that  are  brought  here  are  not  automobile  accident 
cases.  These  are  aircraft  carriers  moving  through  the  judicial  sys- 
tem. There  are  hundreds  and  hundreds  of  millions  of  dollars  of  law- 
suits. They  involve  incredible  amounts  of  money  spent  by  compa- 
nies in  defense  and  in  discovery,  and  I  will  illustrate  a  couple  of 
those  cases  for  you  in  a  second.  They  are  not  the  typical  automobile 
lawsuit  in  America. 

To  give  you  an  idea  of  what  has  become  unfortunately  a  preda- 
tory practice  in  this  area,  there  is  one  law  firm  in  this  country 
whose  firm  alone  filed  229  of  these  cases  over  a  3-year  period.  It 
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comes  to  one  filing  every  4.2  business  days.  One  fella  named  Harry 
Lewis,  a  professional  plaintiff  in  these  cases,  purportedly  has  been 
the  lead  plaintiff  in  an  estimated  300  to  400  of  these  cases. 

Another,  Mr.  Rodney  Shields,  was  a  plaintiff  in  at  least  80  of 
them.  The  court  threw  him  out  in  one  case  because  he  bought  the 
stock  right  after  the  incident  that  provoked  the  filing  of  the  law- 
suit. 

Unfortunately,  these  lawsuits  are  filed  whenever  the  stock  moves 
in  a  company,  and  they  are  filed  usually  within  hours  or  days  by 
these  very  few  law  firms  in  America  using  plaintiffs  apparently  on 
some  rolodex  somewhere. 

Recently,  Mr.  Chairman,  if  you  think  we  don't  have  a  problem, 
the  pensions  funds  of  America  appealed  to  Mr.  Dodd  and  Domenici 
on  the  Senate  side  who  received  a  copy  of  their  letter  asking  for 
us  to  reform  this  law.  They  are  investors  to  the  tune  of  $200  billion 
in  assets,  200  million  accounts,  pension  funds,  small  investors,  ask- 
ing us  to  change  this  law  that  has  become  so  perverted. 

In  regard  to  the  way  in  which  the  lawsuits  are  now  filed,  the  sys- 
tem encourages  going  after  deep  pockets.  It  is  not  important  what 
the  merits  of  the  case  are  anymore.  What  is  important  is  who  you 
can  bring  in  as  a  defendant.  Meritorious  cases  get  settled  for  too 
little.  Meritless  cases  get  settled  for  too  much.  Most  of  them  get 
settled  because  it  is  just  too  expensive  to  defend,  and  if  you  can  get 
a  deep  pocket  accounting  firm,  for  example,  in  on  it,  then  you  can 
get  a  bigger  settlement.  We  are  told  by  statistics,  as  much  as  50 
percent  more. 

The  six  big  accountant  firms  will  tell  you  they  can  no  longer  buy 
liability  insurance.  They  have  been,  in  fact,  sued  so  many  times  for 
their  deep  pockets  capacity,  they  can  no  longer  buy  liability  insur- 
ance for  that  purpose.  They  must  instead  share  responsibility 
among  themselves.  But  accountants  across  America  have  increas- 
ingly been  the  targets  of  these  lawsuits  brought  in  because  they 
represent  another  defendant  with  a  deep  pocket  who  can  meet  a 
settlement. 

I  want  to  give  you  a  quick  look  at  the  economies  of  auditing  now 
public  companies  in  America.  Here  are  a  couple  of  cases.  One,  the 
gross  audit  fee  was  $91,000.  When  the  suit  is  filed,  the  auditors 
and  the  accountants  are  dragged  in.  The  damage  is  claimed  at  $200 
million.  No  simple  little  lawsuit. 

When  the  settlement  happens,  the  accountant's  portion  of  the 
settlement  was  $997,000,  10  times  the  audit  fee.  The  expenses  to 
the  law  firm,  to  the  accounting  firm  for  its  lawyers  in  defending 
this  action,  which  was  settled  out  at  a  very  small  percentage  of  the 
actual  claims,  was  $8.2  million. 

Another  sample  case,  audit  fees  of  $30,000,  damage  claims  of 
$80,000,  settlement  at  $2.5  million,  $2.5  million  in  legal  defense  ex- 
penses. That  is  what  audit  firms — auditing  a  firm — auditing  ac- 
countants, rather,  and  audit  firms  are  facing  in  America. 

But  I  want  to,  if  I  can,  turn  away  from  accountants  because 
much  of  the  story  of  lOb-5  lawsuits  involves  small,  emerging  and 
growth  companies,  particularly  in  the  high  tech  area  in  America. 

Mr.  Chairman,  we  had  a  representative  of  Sun  Micro  Systems 
over  here.  You  recall  that  wonderful  gentleman  who  presented  the 
cellular  phone  to  us  and  coded  it  in  and  turned  it  into  a  scanner 


right  in  front  of  our  eyes  to  demonstrate  the  high-tech  caliber  of 
cellular  phones.  Same  company.  Sun  Micro  Systems. 

In  May  of  1989,  Sun  Micro  Systems  issued  a  special  public  advi- 
sory indicating  that  its  quarterly  earnings  were  likely  not  to  be 
what  they  were  predicted  to  be  because  of  changes  in  technology 
and  marketing  within  their  own  company. 

Immediately  three  lawsuits  were  filed  claiming  stockholder 
fraud.  They  were  consolidated  with  two  more  lawsuits  that  were 
filed  when  the  quarterly  earnings  were  finally  announced  into  a 
$100  million  lawsuit. 

In  September,  1990  when  they  issued  their  next  quarterly  an- 
nouncement on  earnings,  which  by  the  way  was  a  profitable  quar- 
ter, they  missed  the  analysts'  projections  by  10  percent,  10  cents, 
I  think,  to  stockholders.  They  missed  what  the  analysts  thought 
they  would  earn  that  quarter  by  10  cents.  Even  though  they  had 
a  good  quarter,  they  were  sued  again,  this  time  for  $200  million. 

These  lawsuits  were  then  consolidated  again,  these  five  into  one 
lawsuit,  and  the  company  and  its  lawyers,  after  spending  $2.5  mil- 
lion, decided  it  was  in  the  interest  of  the  shareholders  and  every- 
body else  to  end  this  stuff,  end  all  this  discovery,  this  horrible  legal 
expense,  to  settle  the  case  out.  They  settled  it,  as  so  often  occurs 
with  these  companies,  just  to  end  it.  They  settled  it,  put  it  aside. 

When  the  settlement  was  announced,  another  law  firm  filed  a 
suit  on  behalf  of  stockholders  alleging  that  they  had  defrauded 
stockholders  by  settling  the  first  lawsuit  and  they  again,  in  Feb- 
ruary 1993,  had  to  pay  another  settlement  of  another  $.5  million 
that  should  have  gone  to  developing  new  micro  systems,  employing 
more  people  in  America. 

Mr.  Chairman,  it  is  out  of  hand.  It  is  out  of  hand. 

The  most,  I  think,  perverse  effect  of  what  has  happened  with 
lOb-5  lawsuits  is  the  chilling  effect  it  has  had  on  voluntary  disclo- 
sures. One  of  the  purposes  of  lOb-5  was  to  encourage  companies  to 
deal  honestly,  openly,  share  information  with  investors  so  investors 
can  make  wise  decisions  about  putting  their  money  into  a  company. 

The  unfortunate  and  disastrous  effect  of  the  predatory  practices 
as  I  have  described  them  to  you  have  now  resulted  in  many  studies 
that  indicate  more  and  more  companies.  Micro  Systems  one  of 
them,  refusing,  in  fact,  telling  its  people  don't  make  any  more  vol- 
untary disclosures.  We  get  sued  when  that  happens.  The  moment 
the  stock  changes,  they  say  we  misled  them,  so  don't  give  them  any 
more  voluntary  information,  just  tell  them  what  you  got  to. 

The  chilling  effect  has  created  the  reverse  of  what  lOb-5  was  in- 
tended to  accomplish,  more  good  information  coming  to  stockhold- 
ers and  investors  so  they  can  make  adequate  and  sound  investment 
decisions. 

Now,  what  happens  when  companies  are  constantly  sued  like 
this,  when  the  suits  drag  out  for  years,  5  years  in  some  cases,  and 
more,  and  lawyers  and  employees  are  constantly  fighting  these 
suits  in  the  companies?  The  answer  is  very  simple.  Seventy  percent 
of  those  who  were  surveyed  am.ong  the  CEO's  in  small  companies 
indicated  that  they  spent  nearly  1  day  a  week  on  these  lawsuits 
and  more  than  1  in  6  young  publicly  traded  companies  responding 
indicated  they  have  been  a  defendant  in  a  lawsuit  and  they  spent 
as  many  as  1,055  hours  of  management  time  trying  to  answer  dis- 
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covery,  trying  to  answer  the  lawsuit.  On  average,  each  young  pub- 
licly traded  company  surveyed  has  been  sued  and  spent  $692,000 
in  legal  fees  alone. 

Mr,  Chairman,  we  have  had  a  devastated  economy  in  my  part  of 
the  country.  People  are  no  longer  working  in  the  oil  fields.  The  one 
place  growth  and  jobs  is  in  these  kinds  of  companies  and  these  law- 
suits threaten  the  capacity  of  these  small  growth  high-tech  compa- 
nies to  move  on,  employ  people  and  do  their  business,  and  I  urge 
you  in  these  hearings  to  consider  that  as  we  look  at  the  effects  of 
the  law,  which  are  not  what  we  intended,  but  consider  what  is  real- 
ly going  on  in  the  real  world  of  the  marketplace  and  who  gets 
shortchanged,  Mr.  Chairman,  under  the  current  system. 

If,  under  the  current  system,  real  fraud  was  attacked,  real  judg- 
ments were  issued  against  real  fraudulent  players  in  corporate 
America  and  shareholders  were  really  receiving  the  benefit,  I 
wouldn't  be  here,  Mr.  Metzenbaum,  but  this  is  what  is  really  hap- 
pening. For  the  total  damages,  valid  claim,  this  is  what  sharehold- 
ers eventually  get  under  the  current  system:  Some  estimates  are 
six  cents.  The  high  estimate  is  14  cents.  The  rest  is  spent  in  court- 
rooms, in  discovery,  in  time  lost  on  lawyers  and  legal  fees  in  these 
cases,  most  of  which  again  are  settled  at  ranges  of  about  10  percent 
of  the  value  of  the  lawsuit  just  to  get  it  out  of  the  way  so  the  com- 
pany can  go  back  to  business. 

Shareholders  are  not  benefited  by  the  current  system.  We  ought 
to  do  better.  That  is  why  the  pension  funds  are  asking  us  to  im- 
prove this  law. 

And  finally,  Mr.  Chairman,  what  is  wrong?  One  law  firm  said, 
I  have  got  a  wonderful  practice,  I  don't  even  have  a  client.  This  is 
not  a  client-driven  area  of  the  law.  It  is  a  lawyer-driven  area  of  the 
law.  Lawyers  pick  their  clients  and  file  the  lawsuits.  In  fact,  one 
of  the  law  professors  said  that. 

This  is  a  case  where  clients  don't  hire  lawyers;  lawyers  hire  cli- 
ents. Cases  are  settled  regardless  of  their  merits,  and  if  there  is  a 
reason  for  lawsuits  for  people  who  commit  fraud  or  mislead  us  in 
our  society,  it  is  to  discourage  those  people  from  doing  it.  But  when 
the  law  produces  an  effect  that  all  the  cases  are  settled  regardless 
of  merit,  for  the  most  part,  with  rare  exemption,  Mr.  Chairman, 
you  mentioned  a  few,  when  that  is  the  case,  there  is  no  effect  in 
this  system  to  discourage  people  from  being  bad  players. 

Everybody  gets  sued,  everyoody  settles  for  the  most  part,  and  the 
effect  is  that  good  cases  get  settled  for  less  than  they  are  worth  and 
bad  cases  get  settled  for  a  lot  more  than  they  should  get.  Money 
drives  the  system,  Mr.  Chairman.  Cases  are  filed  within  hours, 
within  days  of  the  time  stock  prices  move  and  it  is  simply  an  at- 
tempt to  extract  some  kind  of  money  out  of  that  system  as  a  hedge 
on  somebody's  investment. 

We  can  do  better,  Mr.  Chairman.  Let  me  say  in  conclusion,  Sen- 
ator Dodd  and  I  proposed  two  pieces  of  legislation  for  this  Con- 
gress. Neither  one  of  us  claim  a  monopoly  on  logic  and  common 
sense  and  correct  judgment  in  this  area.  We  don't  know  if  we  have 
got  the  right  formula  for  correcting  it. 

We  know  the  Supreme  Court  has  stepped  in  in  one  area  that  Mr. 
Metzenbaum  is  going  to  complain  about.  It  is  an  area  we  need  to 
address.  We  need  to  make  sure  that  those  who  commit  fraud  in 
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these  areas  are  in  fact  sued  and  brought  to  justice,  bat  we  also,  Mr. 
Chairman,  need  to  find  some  solutions  to  this  problem,  and  they 
include  making  sure  that  frivolous  lawsuits  are  treated  that  way, 
that  there  is  some  balance  to  prevent  this  predatory  practice  going 
on,  and  that  suits  that  are  meritorious  are  in  fact  brought  to  judg- 
ment and  people  who  commit  fraud  and  wrongdoing  in  this  system 
are,  in  fact,  told  in  the  system,  we  are  going  to  take  you  all  the 
way,  we  are  not  going  to  settle  out  at  10  percent  as  the  current  sys- 
tem does. 

Mr.  Chairman,  thank  you.  I  hope  in  these  hearings  the  story  of 
lOb-5  comes  through  that  a  good  law  has  gone  bad.  We  can  make 
it  a  better  law.  We  can  protect  investors  and  give  small  growth 
companies  a  real  chance  to  grow  in  America  again,  and  our  econ- 
omy to  do  what  it  should  be  doing,  growing  at  a  good  steady  pace 
that  produces  growth  and  income  for  our  citizens  rather  than  con- 
stant lawsuits  that  drag  down  the  capacity  of  these  small  compa- 
nies to  grow  and  expand  for  us. 

Mr.  Chairman,  you  have  been  generous  in  your  time  and  I  thank 
you. 

[The  charts  referred  to  follow:] 
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Mr.  Markey.  I  thank  the  gentleman.  The  gentleman's  time  has 
expired.  I  would  ask  the  other  members,  if  I  could,  because  of  the, 
I  think,  excellent  presentation  by  the  gentleman  from  Louisiana, 
that  if  in  their  opening  statements  they  could  limit  the  comments 
to  the  points  that  the  gentleman  hasn't  made,  I  think  we  can  get 
our  witnesses  in  and  the  hearing  quite  quickly.  You  have  to  leave, 
Senator? 

Senator  Metzenbaum.  I  have  to  leave  no  later  than  11  a.m.  Mr. 
Chairman. 

Mr.  Markey.  Let  me  recognize  the  gentleman  from  Texas,  Mr. 
Fields. 

Mr.  Fields.  Mr.  Chairman,  I  will  be  very  brief.  I  will  ask  that 
my  statement  be  placed  in  the  record.  When  you  listen  to  the  pres- 
entation that  the  gentleman  from  Louisiana  made,  and  I  want  to 
say  to  the  gentleman,  it  was  an  excellent  presentation,  when  you 
read  the  briefing  material  that  has  been  provided  to  us,  when  you 
look  at  the  various  fact  situations,  you  come  to  the  recognition  very 
quickly  that  there  are  real  abuses  in  our  system,  that  the  wrong 
incentives  are  there. 

There  is  an  incentive  to  sue.  There  is  an  incentive  to  settle.  Tak- 
ing capital  from  productive  enterprises,  enterprises  that  are  creat- 
ing jobs,  create  goods  and  services,  and  I  think  it  is  imperative  that 
this  subcommittee  do  something,  that  we  not  only  hold  hearings, 
but  that  we  also  conduct  a  markup  and  we  talk  about  the  issues 
that  revolve  around  this  particular  issue. 

I  think  we  owe  this  to  the  consuming  public,  the  investing  public, 
I  think  we  owe  it  to  corporate  America,  and  the  issues  that  we  are 
talking  about  are  issues  that  have,  what  I  think  would  be  a  good 
and  fundamental  debate.  I  think  it  is  important  we  talk  about  pro- 
portional liability.  I  think  it  is  important  that  we  talk  about  an 
English  or  modified  English  rule. 

I  think  we  talk  about  statute  of  limitations,  a  number  of  things 
that  we  can  talk  about  as  Representatives  who  have  had  constitu- 
ents affected  by  the  very  subject  matter  that  we  are  discussing 
today. 

And  so  it  is  my  hope  that  after  we  have  our  hearings  and  we  lis- 
ten to  various  witnesses,  that. we  bring  the  issue  back  to  each  of 
us  as  Representatives  and  debate  it  and  act  upon  it  if  that  is  the 
will  of  this  subcommittee. 

Thank  you,  Mr.  Chairman. 

[The  prepared  statement  of  Hon.  Jack  Fields  follows:] 

Statement  of  Hon.  Jack  Fields 

Thank  you  Mr.  Chairman,  I  commend  you  for  calling  this  hearing  on  this  impor- 
tant subject. 

One  of  the  great  strengths  of  our  securities  laws  is  the  judicially  created  cause 
of  action  that  is  intended  to  protect  investors  from  corporate  fraud.  Unfortunately, 
over  the  decades  since  the  passage  of  those  laws,  the  costs  and  techniques  of  modem 
litigation  have  created  a  situation  in  which  the  interests  of  investors  may  no  longer 
be  paramount. 

Some  suggest  that  the  system  has  been  "gamed."  They  argue  that  the  system 
makes  it  too  easy  for  plaintiffs  lawyers  to  file  class  actions  suits  against  corpora- 
tions, their  directors,  oflBcers,  and  outside  auditors  with  little  or  no  investigation 
into  the  facts  of  the  matter  and  whether  fraud  has  actually  occurred.  The  prohibi- 
tive costs  of  litigation  force  the  companies  to  settle  even  those  claims,  it  is  argued, 
that  would  be  dismissed  if  the  case  was  taken  to  trial. 
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The  result  is  that  a  business  of  litigation  has  been  created.  In  it  entrepreneurial 
lawyers  receive  multimillion  dollar  fees  and  investors  receive  pennies  on  the  dollar 
for  their  losses.  More  importantly,  it  is  suggested,  a  harmful  environment  has  been 
created  in  which  undesirable  behavioral  changes  are  occurring. 

For  one,  fraud  is  not  deterred  because  these  suits  are  filed  regardless  of  fraud. 
Another  is  the  fear  of  unjustified  litigation  forces  companies  to  be  circumspect,  and 
to  curtail  their  disclosure  of  information.  A  third  undesirable  effect  is  that  auditors 
and  directors  reftise  to  accept  engagements  or  board  positions. 

There  is  something  wrong  with  the  series  of  incentives  that  have  developed  in  this 
business  of  litigation.  Plaintiffs  lawyers  have  an  incentive  to  file  a  large  volume  of 
suits.  The  burdens  of  discovery  are  substantial  for  any  corporate  defendant  and  this 
creates  an  incentive  to  settle,  regardless  of  the  merits  of  the  case.  Additionally,  joint 
and  several  liability  creates  an  incentive  to  name  many  defendants,  and  provides 
them  with  an  incentive  to  settle  out  of  fear  of  being  held  liable  for  the  entire  amount 
of  a  judgment. 

In  summary,  it  appears  that  the  system  has  provided  plaintiffs  with  incentives 
to  sue  regardless  of  merit,  and  defendants  with  an  incentive  to  settle  regardless  of 
merit.  A  litigation  system  that  does  not  have  any  connection  to  the  merits  cannot 
effectively  punish  fraudulent  conduct  or  provide  compensation  to  truly  injured  inves- 
tors. 

The  costs  to  our  economy  and  our  Nation  are  too  great.  The  attention,  time,  and 
resources  of  the  most  important  asset  of  American  corporations,  that  is,  their  man- 
agers, are  being  drained  away  fi"om  their  principal  duties  of  manufacturing  goods 
and  providing  services.  Too  much  of  their  time  is  spent  defending  litigation,  or  in 
pre-litigation  defensive  thinking.  A  survey  done  by  the  American  Stock  Exchange 
completed  in  May,  1994  found  that  more  than  three  quarters  of  the  chief  executive 
officers  responding  to  their  survey  said  they  have  been  forced  to  curtail  the  amount 
of  forward  looking  information  they  provide  investors  because  of  the  fear  of  litiga- 
tion. 

Mr.  Chairman,  the  legislation  before  us  today  provides  us  with  a  framework  in 
which  to  eralore  this  important  subject.  As  the  conrniittee  deliberates,  I  am  sure 
that  the  bill  will  be  shaped  by  the  information  we  receive  and  the  problems  that 
are  highlighted  and  resolved.  I  join  with  my  good  fiiend  Billy  Tauzin  in  cosponsor- 
ing  H.R  417  and  I  look  forward  to  working  with  you  to  report  out  a  consensus  bill 
this  important  national  issue.  I  yield  back  the  balance  of  my  time. 

Mr.  Markey.  The  gentleman's  time  has  expired.  The  gentleman 
from  Texas,  Mr.  Hall. 

Mr.  Hall.  I  thank  you,  Mr.  Chairman,  and  I  too  will  be  very 
brief  in  deference  to  the  importance  of  the  Senator's  time  and 
would  rather  Mr.  Levitt  have  time  to  go  back  and  go  to  work  on 
reversing  the  Supreme  Court  decision  and  also  addressing  the 
issue  of  proportionate  liability.  I  would  ask  that  my  entire  state- 
ment be  put  in  the  record  and  yield  back  my  time. 

[The  prepared  statement  of  Hon.  Ralph  M.  Hall  follows:] 

Statement  of  Hon.  Ralph  M.  Hall 

Mr.  Chairman:  I  want  to  thank  you  for  initiating  the  first  of  two  hearings  on  the 
issue  of  securities  fraud  litigation.  Over  the  last  4  years,  we've  all  heard  a  great 
deal  about  this  issue,  so  I  think  it's  important  that  we  on  this  subcommittee — along 
with  Senator  Dodd's  subcommittee — begin  to  build  the  public  record  on  the  mag- 
nitude of  this  problem,  and  possible  courses  of  action. 

Let  me  first  say  that  I  think  we  do  indeed  have  a  problem  with  fiivolous  securi- 
ties fraud  lawsuits.  We'll  hear  today  that  only  about  125  companies  are  sued  each 
year  for  violations  of  section  lOb-5  of  the  Securities  Act,  and  that  most  of  these  suits 
are  meritorious.  I  can't  argue  with  that.  But  what  does  concern  me  is  the  growth 
in  what  can  only  be  characterized  as  "legal  shakedown"  suits  brought  against  high- 
tech  companies  whose  only  real  crime  is  engaging  in  a  volatile  business,  which  of 
course  results  in  volatile  movements  in  their  stock  values.  Losing  money  in  the 
stock  market  is  not  a  pleasant  experience,  but  I  don't  believe  it  should  be  against 
the  law. 

High-tech  companies  do  seem  to  bear  a  disproportionate  share  of  lOb-5  suits.  Why 
is  that?  Are  these  companies  more  likely  to  defraud  investors  than  other  companies, 
or  is  it  simply  easier  to  build  a  securities  fi*aud  case  against  a  company  which  is 
involved  in  higher-risk  markets  such  as  computers  and  communications  equipment? 
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I  suspect  the  latter  to  be  the  case,  and  if  so,  then  I  think  we  need  to  examine  wheth- 
er such  a  situation  is  really  in  the  best  interest  of  our  national  economy  and  inves- 
tors. To  put  it  simply,  we  ought  to  be  looking  at  ways  to  encoiu-age  growth  and  cap- 
ital formation  for  our  high  technology  industries,  rather  than  saddling  them  with 
lawsuits  of  a  questionable  nature. 

Now,  I'm  a  former  trial  attorney  myself,  and  I  recognize  that  investors  need  to 
have  the  option  of  a  private  right  of  action  lawsuit  if  they  feel  they  are  the  victims 
of  fraud.  It's  been  argued  that  the  Securities  and  Exchange  Commission  could  not 
possibly  police  such  a  vast  amount  of  transactions  all  by  itself,  even  under  the  capa- 
ble leadership  of  Arthur  Levitt.  I  agree.  But  I  think  Congress  needs  to  set  some 
clear  rules  and  procedures  for  lOb-5  suits  so  that  meritorious  suits  can  be  separated 
from  the  frivolous.  The  Tauzin  bill  lays  the  groundwork  for  a  discussion,  including 
the  issue  of  proportionate  liability. 

While  I'm  on  the  subject,  let  me  make  one  comment  on  proportionate  liability.  I 
know  Chairman  Markey  and  others  are  concerned  about  the  current  state  of  affairs 
in  light  of  the  Supreme  Coiut's  Central  Bank  decision.  As  you  know,  the  Supreme 
Court  ruled  that  the  Securities  Act  did  not  contain  a  specific  prohibition  for  aiding 
and  abetting  in  securities  fraud,  and  therefore  a  party  could  not  be  sued  for  aiding 
and  abetting  under  lOb-5.  I  agree  that  Congress  should  look  to  reversing  the  Su- 
preme Court  decision,  but  only  if  we  also  ad(&ess  the  issue  of  proportionate  liability. 
If  an  accountant,  or  an  attorney,  or  another  party  knowingly  participated  in  securi- 
ties fraud  on  behalf  of  a  client,  then  that  party  ought  to  be  punished  for  aiding  and 
abetting  in  fi*aud.  If,  however,  an  accountent  did  not  knowingly  participate  in  fi-aud, 
then  his  or  her  liability  needs  to  be  in  proportion  to  his  or  her  contribution  to  their 
share  of  tihe  plaintiffs  loss.  I  see  the  two  issues  as  linked,  and  I  hope  we  can  work 
on  both  the  issues  together. 

I  thank  the  chairman,  and  yield  back  my  time. 

Mr.  Markey.  Without  objection,  so  ordered. 

The  Chair  recognizes  the  gentleman  from  Illinois,  Mr.  Hastert. 

Mr.  Hastert.  Very  briefly,  Mr.  Chairman,  I  just  want  to  say  that 
I  think  this  is  a  very  important  hearing,  and  certainly  a  very  im- 
portant piece  of  legislation. 

I  salute  you  for  having  these  hearings  and  also  salute  the  gen- 
tleman from  Louisiana  for  initiating  this.  I  am  interested  in  hear- 
ing what  the  gentleman  from  Ohio  has  to  say  as  well  as  the  wit- 
nesses, and  will  jdeld  back  my  time. 

Mr.  Markey.  Gentleman's  time  has  expired. 

The  gentleman  recognizes  the  gentlelady  from  Pennsylvania. 

Ms.  Margolies-Mezvinsky.  I  would  just  like  to  thank  you  for 
holding  these  hearings  and  in  the  interest  of  time,  I  yield  back  the 
balance  of  any  time  that  I  have. 

Mr.  Markey.  The  gentleladys  time  has  expired  and  the  Chair 
recognizes  the  gentleman  from  Colorado,  Mr.  Schaefer. 

Mr.  Schaefer.  Thank  you,  Mr.  Chairman.  I  would  reiterate  what 
my  colleague  has  just  said.  It  is  time  we  held  hearings  on  this  par- 
ticular subject.  Our  good  friend  from  Louisiana,  Mr.  Tauzin,  said 
it  all,  that  even  if  the  company  wins,  consumers  lose  on  this.  It  is 
about  time  that  we  did  some  reversal  in  this.  I  think  the  gentleman 
from  Louisiana  is  certainly  correct  in  his  approach  to  doing  so.  I 
would  just  ask  my  statement  be  submitted  as  part  of  the  record, 
Mr.  Chairman. 

[The  prepared  statement  of  Hon.  Dan  Schaefer  follows:] 

Statement  of  Hon.  Dan  Schaefer 

Thank  vou,  Mr.  Chairman.  Others  before  me  have  done  an  excellent  job  of  de- 
scribing the  fiivolous  securities  litigation  that  are  a  drag  on  job  creation  and  com- 
petitiveness in  the  United  States. 

Let  me  just  emphasize  that  it  is  the  very  small,  start-up  companies  we  rely  on 
for  new  innovations  in  computers,  telecommunications  and  biotechnology  that  are 
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the  ones  hardest  hit  by  such  suits.  By  definition,  their  stocks  are  the  most  volatile, 
therefore  they  are  the  most  vulnerable. 

Even  the  most  conservatively  manai|ed  companies  can  be  victims.  I  would  like  to 
submit  for  the  record  an  excellent  article  from  the  American  Lawyer  about  a  com- 
pany right  outside  my  district  in  Colorado  that  was  sued  when  their  performance 
did  not  live  up  to  the  projections  made  by  Wall  Street  analysts.  Unlike  the  vast  ma- 
jority of  companies  in  similar  situations,  the  company  did  not  settle  to  avoid  costly 
litigation.  They  fought  back,  and  won.  But  as  the  article  shows,  even  when  you  win, 
you  lose — in  terms  of  costly  lawyers  fees,  higher  insurance  premiums  and  damaged 
reputations. 

Despite  the  widespread  belief  in  Washington  that  big  business  can  pay  for  any- 
thing, it  is  consumers  who  ultimately  pay  the  price  for  frivolous  litigation. 

As  recent  court  cases  show,  it  is  tune  for  Congress  to  step  in  and  comprehensively 
address  a  wide  range  of  issues  that  both  protect  companies  and  protect  investors. 
Mr.  Tauzin's  legislation,  which  enjoys  support  from  a  majority  of  this  subcommittee 
and  is  short  only  a  handful  of  votes  in  the  full  committee,  is  an  excellent  place  to 
start.  But  I  think  it  is  possible  for  all  members  of  the  committee  to  work  together 
to  achieve  a  comprehensive  reform  package.  Let  me  state  for  the  record  my  willing- 
ness to  work  with  anyone  to  achieve  that  goal. 

Thank  you. 

Mr.  Markey.  Without  objection,  so  ordered.  All  time  for  opening 
statements  by  members  of  the  subcommittee  has  expired. 

[The  prepared  statement  of  Hon.  Carlos  J.  Moorhead  was  re- 
ceived for  the  record:] 

Statement  of  Hon.  Carlos  J.  Moorhead 

Thank  you,  Mr.  Chairman.  I  too  want  to  commend  you  for  holding  this  hearing 
to  discuss  reform  of  the  current  private  securities  litigation  system. 

The  goal  of  the  Federal  securities  laws  is  to  protect  investors  and  to  promote  the 
integrity  and  efficiency  of  the  markets.  As  an  overseer  of  the  securities  laws,  this 
subcommittee  has  a  strong  interest  in  making  sure  that  the  private  securities  litiga- 
tion system  operates  fairly  and  efficiently. 

Effective  remedies  for  defrauded  investors  are  crucial  to  investor  confidence  in  our 
markets.  However,  if  abused  by  investors  or  attorneys,  the  current  securities  litiga- 
tion system  can  impose  substantial  and  unwarranted  costs  on  issuers  and  others  in- 
volved in  the  securities  marketplace. 

Indeed,  there  are  indications  that  the  current  system  is  flawed  and  may  even  be 
undermining  the  very  purposes  for  which  it  was  designed.  Proponents  of  litigation 
reform  have  raised  some  serious  issues  concerning  the  current  system. 

For  example,  reform  proponents  argue  that  rather  than  fully  compensating  inves- 
tors injured  by  fraud,  liie  system  produces  only  pennies  on  the  dollar  for  such  vic- 
tims. Instead,  most  of  the  money  goes  to  plaintiff's  and  defendants'  lawyers. 

Reform  proponents  also  point  to  a  number  of  studies  that  indicate  that  most  secu- 
rities fraud  lawsuits  are  settled  with  little  reference  to  the  merits  of  the  claim. 
Clearly,  in  a  properly  structured  litigation  system,  the  merits  of  the  case  should 
matter  the  most. 

We  must  take  these  allegations  seriously.  A  dysfunctional  securities  litigation  sys- 
tem will  not  protect  investors,  nor  will  it  promote  efficient  capital  markets. 

The  issue  before  us  then  is  how  to  structure  a  securities  litigation  system  that 
is  fair  not  only  to  investors,  but  also  to  companies  that  are  trying  to  survive  in  an 
increasingly  competitive  marketplace. 

I,  along  with  Jack  Fields,  the  ranking  Republican  on  this  subcommittee,  and  140 
other  Member  of  Congress,  am  a  cosponsor  of  H.R.  417,  the  "Private  Securities  En- 
forcement Act".  This  Dill,  authored  by  my  friend,  Billy  Tauzin,  contains  a  number 
of  reforms,  such  as  proportionate  liability,  designed  to  overhaul  the  current  system. 
In  the  Senate,  Mr.  Dodd  has  introduced  a  similar  initiative  that  also  raises  a  num- 
ber of  interesting  ideas. 

I  look  foi'ward  to  hearing  the  views  of  our  distinguished  witness  on  the  ideas  em- 
bodied in  these  legislative  proposals. 

Mr.  Markey.  We  will  now  turn  to  our  first  witness.  By  the  way, 
we  are  awaiting  the  arrival  of  Senator  Domenici  and  Senator  Dodd 
as  well.  They  are  hung  up  over  on  the  Senate  side. 

Mr.  Tauzin.  Would  the  chairman  yield? 

Mr.  Markey.  Be  glad  to. 
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Mr.  Tauzin.  Senator  Dodd  and  Senator  Domenici  have  submitted 
statements  for  the  record.  In  case  they  do  not  arrive,  could  I  ask 
unanimous  consent  that  those  statements  be  made  part  of  the 
record? 

Mr.  Markey.  Without  objection,  they  will  be  included  in  the 
record,  but  we  are  looking  forward  to  their  arrival. 

[The  prepared  statements  of  Senators  Pete  V.  Domenici  and 
Christopher  J.  Dodd  follow:] 

Statement  of  Hon.  Christopher  J.  Dodd,  a  U.S.  Senator  From  the  State  of 

Connecticut 

Chairman  Markey,  I  am  very  pleased  that  your  subcommittee  is  holding  hearings 
on  this  important  topic.  Last  summer  my  Subcommittee  on  Securities  held  2  days 
of  hearings  on  private  securities  litigation.  We  were  privileged  to  have  Congressman 
Tauzin  and  Congressman  Wyden  testify  at  our  hearings.  I  commend  them  for  the 
strong  personal  interest  they  have  taken  in  this  area. 

The  longstanding  success  of  our  securities  markets  over  maiw  decades  is  due  to 
the  fact  that  investors  here  and  abroad  trust  our  markets  to  be  fundamentally  clean 
and  fair.  That  trust  stems  in  part  from  the  SEC's  role  and  in  part  from  investors' 
access  to  ovir  courts.  We  must  continue  strong  enforcement  of  the  Federal  securities 
laws. 

The  SEC  has  much  on  its  plate  and  simply  cannot  police  the  securities  markets 
by  itself.  Its  resources  are  dwarfed  by  the  enormity  of  the  American  securities  mar- 
ket. As  a  result,  Congress,  the  courts,  and  the  SEC  have  long  supported  a  private 
system  supplementing  SEC  enforcement.  In  light  of  the  many  examples  throughout 
financial  history  of  how  dishonesty  and  greed  can  infect  the  securities  markets,  giv- 
ing cheated  investors  access  to  the  courthouse  is  an  essential  tool  in  maintaining 
investor  confidence. 

I  believe  that  it  is  crucial  for  our  two  subcommittees  to  ask  how  well  that  tool 
works.  We  need  to  ask  whether  these  private  lawsuits  effectively  protect  cheated  in- 
vestors and  help  keep  he  markets  clean.  Let  me  subscribe  to  a  statement  made  by 
SEC  Chairman  Arthur  Levitt  in  a  speech  earlier  this  vear,  when  he  said  "I  am  com- 
mitted to  the  belief  that  defrauded  investors  must  nave  a  mechanism  to  recover 
their  losses.  And  I  clearly  believe  that  corporate  officers  must  be  held  accountable 
if  thev  fail  to  meet  their  disclosure  obligations.  But  what  I  do  not  accept  as  'an  arti- 
cle of  faith'  is  the  proposition  that  private  lawsuits  are  always  the  most  efficient 
means  to  achieve  these  ends." 

This  is  certainly  a  reasonable  proposition,  yet  there  are  some  who  seem  to  take 
it  as  an  article  of  faith  that  litigation  is  always  a  virtue,  whether  or  not  it  actually 
does  any  good  for  investors.  There  are  some  who  bitterly  resist  any  suggestion  that 
improvements  could  be  made  in  the  existing  system  to  week  out  abusive  cases  so 
that  truly  defrauded  investors  can  get  a  better  deal. 

I  just  don't  accept  this  assertion.  In  the  area  of  private  securities  litigation,  Con- 
gress has  largely  let  the  courts  make  the  law.  For  example,  private  actions  under 
section  10(b)  of  the  Exchange  Act  have  been  created,  developed  and  refined  by  the 
courts  over  six  decades  with  little  involvement  by  Congress.  The  long  line  of  court 
decisions  have  shaped  a  critically  important  remedy  for  defrauded  investors,  one 
which  I  strongly  support.  However,  I  believe  that  the  private  securities  litigation 
system  is  badly  out  of  balance.  It  does  not  really  protect  defrauded  investors  as  it 
should.  It  impedes  capital  formation.  It  chills  corporate  disclosure.  I  think  it  is  time 
for  all  of  us  to  take  a  hard  look  at  these  problems,  and  to  think  about  what  Con- 
gress can  do  to  construct  a  more  effective  system  of  private  liability,  rather  than 
deferring  to  the  courts. 

Because  of  these  concerns,  my  subcommittee  held  2  days  of  hearings,  called  2 
dozen  witnesses,  and  received  thousands  of  pages  of  submissions.  We  tried  as  best 
we  could  to  separate  fact  from  fiction  in  this  complex  area.  Our  printed  hearing 
record  is  888  pages  long.  Our  staff  wrote  a  report  on  the  hearings  that  is  163  pages 
long.  We  have  provided  a  copy  of  this  report  to  the  subcommittee  staff.  And  as  you 
know.  Senator  Domenici  and  I  have  introduced  a  comprehensive  bill  to  address 
some  of  the  problems  we  found. 

I  will  not  try  today  to  summarize  for  you  everything  that  we  learned  as  a  result 
of  that  arduous  process.  You  have  your  own  opportunity  to  hear  witnesses,  review 
the  evidence  and  come  to  your  own  conclusions.  Instead,  I  thought  it  would  be  help- 
ful to  you  if  I  offered  some  thoughts  about  the  underlying  principles  that  I  think 
are  important  to  address. 
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My  first  observation  concerns  the  role  of  private  securities  litigation  in  deterring 
securities  fraud  and  protecting  investors.  There  is  a  tendency  to  confine  the  debate 
here  to  a  dry  argument  over  whether  the  statistics  prove  or  disprove  claims  that 
there  is  an  explosion  in  the  amount  of  securities  litigation.  I  think  that  this  misses 
the  real  point:  are  the  right  kinds  of  cases  being  brought?  Are  lawyers  bringing 
cases  on  behalf  of-  real  clients,  and  fighting  for  full  compensation  for  investors  who 
really  were  defrauded?  Or  do  lawyers  tend  to  seek  out  cases  that  they  believe  can 
be  settled  without  much  work,  due  to  insurance  coverage  and  risk-averse  defend- 
ants? 

It  is  hard  to  scientifically  measure  how  many  cases  that  are  filed  are  frivolous. 
Since  nearly  all  these  cases  end  up  settling,  neither  side  in  this  debate  can  conclu- 
sively prove  whether  or  not  most  of  these  cases  have  merit.  However,  based  on  our 
review,  it  is  increasingly  clear  to  me  and  to  many  investors  and  companies  that 
many  cases  are  filed  just  to  coerce  a  settlement.  I  believe  this  practice  has  bred  a 
corrosive  cjniicism  among  investors  and  is  diluting  the  deterrent  effect  of  private 
litigation. 

One  of  my  most  significant  concerns  about  private  securities  litigation  is  the  "en- 
trepreneurial" role  of  some  plaintiffs'  attorneys  in  securities  class  action  cases.  Many 
plaintiffs'  attorneys  in  these  cases  often  essentially  shop  for  clients  in  whose  name 
they  can  file  a  case,  and  are  thereafter  able  to  control  the  litigation  and  settlement 
of  the  case  with  little  or  no  influence  from  either  the  "named"  plaintiffs  or  the  larger 
class  of  investors.  Some  plaintiffs  may  never  even  know  that  a  case  was  brought, 
much  less  approve  bringing  it,  untU  a  settlement  is  achieved.  Too  oft«n,  some  en- 
trepreneurial' lawyers  settle  strong  cases  for  cheap  settlements  which  ensure  a  gen- 
erous fee  award,  or  bring  weak  cases  in  order  to  coerce  a  settlement  payout  from 
the  company's  shareholders. 

You  may  disagree  with  my  view  that  this  process  is  dysfunctional,  but  Congress 
and  the  SEC  have  an  obligation  to  investors  to  focus  on  these  concerns.  Private  se- 
curities litigation  is  too  important  to  investor  protection  under  the  Federal  securities 
laws  for  us  to  rely  on  the  assurances  of  those  who  have  a  vested  interest  in  the  cur- 
rent securities  litigation  system  that  all  is  well. 

My  second  observation  concerns  corporate  disclosure.  The  central  principle  under- 
lying the  Federal  securities  laws  is  that  investors  should  receive  accurate  and  time- 
ly disclosure  of  the  financial  condition  of  publicly  traded  companies.  We  heard  con- 
cerns expressed  by  corporate  officials  and  also  by  investor  groups  that  securities  liti- 
gation discourages  companies  from  disclosing  any  more  information  than  is  strictly 
required  by  law. 

It  is  troubling  that  many  companies  choose  not  to  disclose  "soft;"  information  about 
earnings  projections  that  investors  want  to  receive.  The  chilling  effect  of  private  se- 
curities litigation  on  corporate  disclosure  goes  to  the  heart  of  the  Federal  securities 
laws,  and  I  encourage  you  to  examine  this  issue  closely. 

My  third  observation  concerns  the  relationship  between  private  securities  litiga- 
tion and  professional  conduct.  There  are  good  reasons  for  questioning  whether  Sie 
current  liability  structure  is  an  effective  deterrent  to  wrongdoing  by  professionals 
or  really  serves  investors'  interests. 

The  accounting  profession  plays  an  absolutely  vital  role  in  ensuring  an  accurate 
financial  disclosure  system.  Under  the  doctrine  of  ioint  and  several  liability — the 
doctrine  that  each  wrongdoer  is  fully  liable  for  all  damages,  even  though  the  dam- 
ages resulted  from  the  acts  of  several  wrongdoers — auditors  face  enormous  potential 
liability  in  securities  litigation  even  if  their  role  in  the  alleged  fi'aud  was  very  minor, 
if  the  central  culprits  are  no  longer  around  or  are  insolvent. 

To  a  great  extent,  concerns  of  the  accounting  profession  about  liability  have  been 
heightened  by  the  role  they  played  in  the  savings  and  loan  crisis.  However,  one  does 
not  need  to  sjrmpathize  with  the  accountants  in  order  to  see  a  serious  public  policy 
issue  here.  The  doctrine  of  joint  and  several  liability  has  often  been  defended,  in 
part,  because  it  is  supposed  to  ensure  that  accountants  work  as  public  "watchdogs," 
rather  than  as  adjuncts  to  their  clients.  The  S&L  crisis  showed  that  joint  and  sev- 
eral liability  is  not  performing  this  self-disciplinary  function  very  well. 

Another  argument  made  in  favor  of  joint  and  several  liability  is  that  it  reflects 
the  principle  that  between  defrauded  investors  and  reckless  professionals,  the  risk 
of  loss  should  be  carried  by  the  professionals.  The  competing  argument  is  that  ac- 
countants and  other  professionals  will  transfer  some  or  all  of  their  liability  risk  else- 
where. Professionals  will  charge  more  for  their  services,  and  shareholders  and  con- 
sumers will  ultimately  bear  that  cost.  Another  unintended  consequence  may  be  that 
auditors  will  simply  shy  awav  from  auditing  certain  t)T)es  of  companies  that  are 
more  prone  to  being  sued,  such  as  newer  companies  and  companies  in  the  high  tech 
industries,  with  their  volatile  stock  prices. 
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While  I  see  problems  with  the  way  joint  and  several  liability  has  operated,  I  do 
not  advocate  a  wholesale  exemption  of  the  accounting  profession  from  joint  and  sev- 
eral liability.  The  Dodd-Domenici  bill  retains  joint  and  several  liability  for  certain 
types  of  egregious  conduct.  It  also  permits  juries  to  consider  whether  the  auditor 
recklessly  lent  its  authority  and  status  to  a  fraud  which  might  not  have  otherwise 
succeeded,  even  if  the  auditor's  conduct  was  not  egregious.  There  are  any  number 
of  other  ways  a  modified  system  of  joint  and  several  liability  could  be  structured. 

Moreover,  any  effort  to  change  the  liability  scheme  for  the  auditing  profession 
should,  in  my  view,  include  a  complete  overhaul  of  the  way  the  auditing  profession 
is  regulated.  The  current  system  of  voluntary  self-regulation  should  be  replaced  with 
a  statutory  self-disciplinary  organization.  The  idea  of  a  self-disciplinary  organization 
for  auditors  is  not  new — ^it  goes  back  at  least  as  far  as  a  bill  introduced  by  Congress- 
man Moss  in  1978.  I  believe  that  we  cannot  deal  with  these  issues  piecemeal.  Secu- 
rities litigation  is  just  one  part  of  the  framework  by  which  the  auditing  profession 
is  regulated.  It  is  not  realistic  to  examine  just  one  part  of  that  structure  without 
considering  the  broader  question  of  how  public  auditors  should  be  regulated. 

A  determined  effort  is  needed  to  repair  the  private  litigation  system.  The  current 
problems  are  having  serious  economic  consequences.  The  Dodd-Domenici  bill  is  a 
comprehensive  solution,  but  it  is  also  a  work  in  progress  that  will  be  fine  tuned  as 
we  go  along. 

Since  we  introduced  our  bill  in  March  the  Supreme  Court  held  in  a  sweeping  5- 
4  decision  in  the  Central  Bank  of  Denver  decision  that  there  is  no  aiding  and  abet- 
ting liability  under  the  Federal  securities  laws.  I  held  a  hearing  on  that  decision 
and  stated  publicly  my  desire  to  override  that  decision.  However,  I  think  it  is  impor- 
tant not  to  pretend  that  the  aiding  and  abetting  issue  exists  in  a  vacuum.  The  Su- 
preme Court's  analysis  in  Centrd  Bank  and  in  other  securities  cases  has  been 
strongly  swayed  by  its  concern  about  the  potential  for  abuses  of  the  private  securi- 
ties litigation  system. 

We  are  open  to  suggestions  and  willing  and  able  to  work  with  you  and  your  staff 
on  these  critically  important  issues.  I  welcome  your  input  and  cooperation  and  look 
forward  to  working  with  you. 


Statement  of  Pete  V.  Domenici,  a  U.S.  Senator  from  the  State  of  New 

Mexico 

Mr.  Chairman,  I  want  to  commend  you  for  holding  these  hearings.  I  appreciate 
your  open  mind  on  this  issue  and  I  firmly  believe  as  you  hear  from  a  wide  spectrum 
of  market  participants  you  will  come  to  the  same  conclusion  that  Senator  Dodd  and 
I  came  to:  The  current  securities  class  action  system  is  not  working  as  it  should. 

I  hope  as  your  hearings  progress  you  will  join  the  reform  chorus. 

During  the  4  years  I  have  been  working  on  this  issue,  my  commitment  to  its  im- 
portance has  continued  to  grow.  When  I  first  started  working  on  it,  I  was  concerned 
about  the  impact  these  law  suits  were  having  on  competitiveness  of  our  bio- 
technology, high  tech  and  high  growth  companies.  I  was  concerned  that  they  could 
not  attract  seasoned  and  substantial  outside  directors  to  their  boards. 

Some  CEO's  have  called  defending  these  class  action  law  suits  a  litigation  tax. 
Likewise,  investors  pay  the  litigation  tax  when  a  portion  of  their  capital  is  withheld 
from  productive  uses  and,  is  used  instead,  to  defend  frivolous  securities  class  action 
law  suits. 

Recently,  SEC  Commissioner  Carter  Beese  added  to  the  reform  chorus  by  identify- 
ing fear  of  litigation  as  the  number  one  problem  in  attracting  foreign  issuers  into 
the  U.S.  financial  markets.  I  am  pleased  to  hear  a  SEC  Commissioner  say  that  such 
competitive  implications  should  be  taken  into  account  when  Congress  determines 
the  appropriate  structure  for  10b  liability. 

Several  years  ago,  I  learned  that  the  auditors  upon  whom  our  disclosure  system 
of  securities  regulation  depends,  were  being  threatened  by  excessive  exposure.  Our 
premier  accounting  firms  are  named  in  class  action  law  suits  on  a  regular  basis — 
year  in  and  year  out.  In  fact,  the  Public  Oversight  Board  found  that  27  percent  of 
all  types  of  cladms  against  accountants  were  frivolous  on  their  face.  Nonetheless,  the 
accountants  are  spending  huge  sums  of  money  to  defend  these  law  suits.  Joint  and 
several  liability  adds  to  the  in  terrorem  dynamics  that  go  on  once  one  of  these 
nonmeritorious  class  action  cases  is  filed. 

I  started  hearing  fi-om  the  NASDAQ  and  the  American  Stock  Exchanges.  They  are 
regulatory  bodies  that  are  supporting  many  of  the  reforms  contained  in  S.  1976,  the 
Private  Securities  Litigation  Reform  Act.  They  believe  the  current  system  is  inter- 
fering with  the  efficient  operation  of  our  capital  markets. 
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Managers  of  pension  funds  and  other  institutional  investors  like  John  J. 
Gallahue,  Jr.  from  the  Massachusetts  Bay  Transportation  Authority  Retirement 
Fund  (from  the  chairman's  State)  and  nine  of  his  pension  funds  managing  col- 
leagues around  the  country  recently  wrote  to  Senator  Dodd  and  me:  "We  agree  that 
the  current  system  is  not  protecting  investors  and  needs  reform.  Under  the  current 
system,  defrauded  investors  are  receiving  too  little  compensation,  while  plaintiffs' 
lawyers  take  the  lion's  share  of  any  settlement.  Moreover,  meritless  litigation  costs 
companies  millions  of  dollars — money  that  could  be  generating  greater  profit  for  the 
company  and  higher  returns  for  investors.  Finally,  uie  fear  of  such  meritless  litiga- 
tion has  caused  many  companies  to  minimize  the  amount  of  information  that  they 
disclose — the  opposite  of  what  we  need  to  do  our  job  effectively." 

Some  judges  agree  with  the  pension  fund  managers.  Judge  Vaugh  Walker  told  the 
SEC  Consumer  Affairs  Advisory  Committee  that  these  cases  "penalize  long  term 
holders  of  the  stock,  because  they  bear  the  fall  cost  of  these  cases."  Another  Judge, 
Ralph  Winter  of  the  U.S.  Court  of  Appeals  for  the  Second  Circuit  observed,  settle- 
ments in  these  cases  "result  in  the  overcompensation  of  weak  claims  and  the  under 
compensation  of  strong  claims."  Many  academics  agree  with  Judge  Winter  that  the 
merits  don't  matter. 

Chairman  Levitt  is  here  to  speak  for  himself,  but  I  want  to  quote  him  too:  "there 
is  a  sense  in  which  class  action  lawsuits  simply  transfer  wealth  from  one  group  of 
shareholders — those  who  are  not  members  of  the  plaintiff-class — to  another  group 
of  shareholders.  Large  transaction  costs  accompany  this  transfer,  as  the  total 
amount  paid  to  attorneys  on  both  sides  may  equal  or  even  exceed  the  net  amount 
paid  to  the  plaintiff  class." 

William  McLucas,  the  current  Director  of  the  SEC's  Enforcement  Division,  testi- 
fied at  the  Senate  Securities  subcommittee  hearings  that  "class  action  counsel  tend 
to  operate  in  an  entrepreneurial  capacity  rather  than  as  a  fiduciary  operating  at  the 
direction  of  a  client,"  and  observed  "the  lawyer  functions  perhaps  more  as  the  prin- 
cipal." 

Mark  Griffin,  on  behalf  of  the  National  Association  of  State  Securities  Administra- 
tors, summed  it  up  when  he  said  "there  may  be  an  inherent  conflict  in  the  attorney- 
client  relationship  in  class  action  suits  which  goes  somewhat  unchecked  by  ethical 
concerns,  because  of  the  large  amounts  of  money  involved."  Any  reform  should  more 
closely  align  the  interests  of  the  class  action  lawyer  and  his  clients.  This  is  a  view 
also  held  by  distinguished  academics  like  John  Coffee.  Yet  instead,  a  recent  Forbes 
article  quoted  a  prominent  class  action  securities  lawyer,  "I  have  the  greatest  prac- 
tice of  law  in  the  world,  I  have  no  clients."  If  he  has  no  clients  the  system  is  totally 
missing  the  point — protecting  investors. 

I  want  to  commend  Congressman  Tauzin  who  has  been  a  leader  on  this  issue  in 
the  House.  I  think  we  should  all  be  impressed  with  the  number  of  cosponsors — 
140 — that  have  signed  on  to  his  bill.  I  understand  that  a  majority  of  the  subcommit- 
tee and  a  majority-minus-one  of  the  full  committee  have  cosponsored  the  bill.  In  the 
Senate  the  group  of  cosponsors  covers  the  political  spectnmi.  Securities  litigation  re- 
form is  not  a  political  or  ideological  issue.  It  is  not  a  regional  issue.  It  is  an  issue 
about  fairness  and  equity. 

Today,  in  1994,  it  seems  like  it  is  a  daily  occurrence  that  a  company  is  sued  on 
a  new  theory  of  10b  liability. 

I  find  the  forward  looking  statement  cases  most  troubling.  A  company  misses  an 
earnings  projection.  As  a  result  the  stock  price  drops  and  multimillion  dollar  class 
action  lawsuits  are  filed  within  hours. 

The  potential  liability  for  making  predictive  statements  has  had  a  measurable, 
and  chilling  impact  on  disclosvu-e. 

For  example,  an  American  Stock  Exchange  survey  found  that  75  percent  of  cor- 
porate CEO^  limit  the  information  disclosed  to  investors  out  of  fear  that  greater  dis- 
closure would  lead  to  meritless  lawsuits.  Similar  results  were  obtained  hy  the  Na- 
tional Investor  Relations  Institute,  the  National  Venture  Capital  Association  and 
Professor  Eccles  of  the  Harvard  Business  School. 

Without  complete  information,  the  stock  market  price  does  not  reflect  the  true 
value  of  a  stock.  And  all  investors,  especially  individual  investors  without  the  exper- 
tise or  resources  to  develop  their  own  information,  are  significantly  disadvantaged. 

For  almost  20  years,  the  Securities  and  Exchange  Commission  has  had  a  policy 
of  encouraging  publicly  traded  companies  to  make  forward-looking  or  "premctive 
statements."  Because  the  future  is  the  future  it  is  inherently  unpredictable.  How- 
ever, the  SEC  has  recognized  that  companies  will  not  voluntarily  make  forward- 
looking  statements  unless  they  are  given  some  degree  of  protection  against  civil  li- 
ability arising  out  of  such  statements.  But  the  current  safe  harbor  is  not  working. 
It  needs  to  be  broadened  and  made  to  provide  a  true  safe  harbor  that  works  in  the 


25 

courtroom  to  get  frivolous  cases  promptly  dismissed.  It  is  not  sufficient  to  have  a 
rule  that  merely  reads  well  in  the  rule  Dook. 

Companies  are  even  being  sued  for  not  making  public  statements.  Recently,  Mesa 
Airlines,  operating  in  my  State,  was  sued  because  the  company's  silence  was  some- 
how construed  by  the  Class  action  lawyers  as  having  "adopted"  the  Wall  Street  ana- 
lysts' predictions.  The  company  missed  the  analysts'  earnings  projection,  the  stock 
price  m-opped  and  the  company  was  sued. 

Another  New  Mexico  company  was  sued  for  failing  to  accurately  read  the  mind 
of  a  judge  in  an  unrelated  matter.  That  company  was  Intel. 

Another  company  was  sued  by  a  second  set  of  shareholders  for  settling  a  class 
action  case  witn  a  first  set  of  shareholders.  This  was  the  Sun  Microsystems'  legal 
predicament. 

Since  1946,  the  law  of  10b  has  evolved  on  a  case-by-case  basis  without  Congress 
looking  at  the  various  elements  as  a  whole  or  without  Congress  deciding  whether 
the  law  is  working  as  it  should. 

I  think  the  system  isn't  working  the  way  it  should  when  innocent  stock  volatility 
is  the  sole  basis  for  a  fraud  suit. 

The  system  isn't  working  the  way  it  should  when  lawyers  race  to  the  courthouse 
to  be  the  first  to  file  a  lawsuit  so  that  they  can  "control"  the  litigation  as  lead  coun- 
sel. I  think  the  system  should  be  reformed  so  that  the  class  action  lawyer  has  a  "due 
diligence"  responsibility  prior  to  filing  the  class  action  lOb-5  law  suits  similar  to  the 
due  diligence  responsibility  imposed  upon  the  companies,  their  officers  and  direc- 
tors. We  are  seeking  "due  diligence  parity." 

The  system  isn't  working  the  way  that  it  should  when  investors  have  no  idea 
what  a  settlement  might  mean  to  them. 

The  system  isn't  working  when  the  doctrine  of  joint  and  several  liability  extracts 
settlements  because  no  one  can  risk  having  his  day  in  court  and  defending  a 
nonmeritorious  suit. 

It  is  easy  to  say  that  the  system  isn't  working,  but  let  me  back  it  up  with  data 
provided  to  the  Senate  Securities  subcommittee: 

— One  lOb-5  case  filed  every  4  days — by  just  one  law  firm. 

— 21  percent  of  the  cases  are  filed  within  48  hours  of  a  missed  earnings  projection. 

— 56  percent  of  the  securities  class  action  cases  are  filed  within  30  days  of  an 
"earnings  surprise."  A  publicly  traded  company  misses  an  earnings  projection,  the 
stock  price  drops  and  a  class  action  securities  law  suit  is  filed. 

^-38  percent  are  eventually  dismissed,  but  only  oRbt  the  companies  have  spent 
millions  of  dollars  defending  and  responding  to  extensive  discovery.  Fortune  maga- 
zine has  reported  that  one  of  these  cases  is  as  expensive  as  developing  a  new  line 
of  products. 

— ^Twenty-five  percent  of  the  complaints  listed  pet  plaintiffs  as  the  party  bringing 
the  case — A  pet  plaintiff  is  a  named  person  who  owns  a  nominal  amount  of  stock 
and  who  appears  as  tiie  named  plaintiff  in  case  afl^er  case  aft«r  case.  The  plaintiffs' 
class  action  lawyers  negotiate  bonus  pa3Tnents  of  $10,000  to  $15,000  for  each  of 
their  pet  plaintiffs.  Federal  District  Court  Judge  Louis  Bechtie,  in  an  opinion  dis- 
missing a  securities  class  action  case,  wrote,  'The  court  is  troubled  by  the  fact  that 
[this  firm]  apparently  initiates  lawsuits  by  creating  plaintiffs.  There  is  strong  evi- 
dence to  suggest  that  [the  firm]  maintains  a  list  of  potential  clients  to  be  pressed 
into  service  at  the  drop  of  certain  stock  prices." 

— ^Nearly  two-thirds  (61  percent)  of  the  companies  doing  initial  public  offerings 
since  1986  have  been  sued  sometime  in  the  ensuing  7  years. 

— ^And  perhaps  the  most  damning  fact  in  this  inmctment  of  the  class  action  securi- 
ties litigation  system  is  the  fact  that  plaintiffs  are  getting  only  six  cents  on  the  dol- 
lar of  their  alleged  market  losses.  Merits  don't  matter.  Victims  only  receive  pennies 
while  plaintiffs'  and  defendants'  lawyers  make  millions  off  of  these  law  suits. 

And  lastiy  but  just  as  importantly,  the  current  lOb-5  system  also  fails  to  deter 
fraud  effectively.  Because  virtually  all  cases  settle,  defendants  typically  pay  whether 
they  are  culpable  or  not.  That  means  the  litigation  system  is  not  identifying  and 
punishing  those  defendants  who  commit  fi-aud. 

S.  1976  is  a  tiiree  legged  approach: 

— Investor  Empowerment  provisions — Reforms  to  better  protect  investors  so  that 
shareholders  know  what  a  law  suit  is  about  and  what  a  settlement  might  mean. 

— Reforms  to  help  get  frivolous  suits  dismissed  sooner. 

— Reforms  to  insure  better  financial  disclosure  and  higher  quality  auditors'  finan- 
cial statements. 

I  look  forward  to  working  with  you  on  a  reform  package.  Thank  you. 

Mr.  Markey,  I  would  like  to,  at  this  point,  welcome  before  the 
subcommittee,  Senator  Howard  Metzenbaum. 
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The  Senator  is  the  Chairman  of  the  Senate  Judiciary  Committee 
on  Antitrust,  Monopolies  and  Business  Rights.  We  welcome  you. 
We  know  that  you  have  a  funeral  that  you  have  to  go  to.  We  very 
much  appreciate  your  accommodating  the  subcommittee  today. 

STATEMENT  OF  HON.  HOWARD  M.  METZENBAUM,  A  U.S. 
SENATOR  FROM  THE  STATE  OF  OHIO 

Senator  Metzenbaum.  Thank  you  very  much,  Mr.  Chairman, 
and  I  do  have  a  plane  at  Dulles  at  12  noon,  and  so  I  may  probably 
get  out  of  here  a  little  bit  before  11  a.m.,  but  I  appreciate  very 
much  the  fact  this  hearing  is  being  conducted,  and  I  want  to  say — 
compliment  Mr.  Tauzin.  I  think  he  made  a  very  able  presentation, 
but  I  would  say  that  I  think  the  judicial  system  already  has  mecha- 
nisms to  deal  with  strike  suits,  and  if  they  are  nothing  but  based 
on  a  stock  price  drop  or  they  are  frivolous,  they  are  dismissed.  As 
a  matter  of  fact.  Federal  Rule  11  allows  sanctions  for  frivolous 
suits,  providing  a  deterrent  as  well. 

Now,  the  subject  of  this  hearing — I  might  say,  Mr.  Chairman, 
you  are  like  a  breath  of  fresh  air  in  this  Congress.  Your  head  is 
screwed  on  straight  and  you  have  a  concern  for  the  American  peo- 
ple, for  the  public,  for  the  small  shareholder,  and  in  distinction,  I 
am  frank  to  say  of  some  in  the  Congress  who  have  indicated  a  total 
indifference  to  whether  or  not  the  Federal  Government  gets  ripped 
off  by  people  in  savings  and  loans  institutions,  those  who  are 
boards  of  directors  and  others  and  turn  their  back  on  their  obliga- 
tion to  the  public.  You  stand  out  like  a  beacon  of  light  and  have 
continued  to  fight  for  the  individual,  individual  investor,  as  well  as 
the  individual  taxpayer. 

And  the  subject  of  this  hearing  is  of  great  importance  and  of  par- 
ticular interest  to  me  as  a  long-time  advocate  of  strong  and  effec- 
tive securities  laws.  But  I  would  like  to  stress  to  you  today  at  the 
beginning  is  the  urgent  need  to  reverse  the  Central  Bank  of  Denver 
decision  as  promptly  as  possible. 

I  have  just  introduced  legislation  to  do  that  in  the  Senate  and, 
as  you  know,  with  Central  Bank,  the  Supreme  Court  wiped  out  the 
longstanding  aiding  and  abetting  liability  of  accountants,  lawyers, 
and  other  professionals  who  indirectly  assist  others  in  committing 
securities  fraud,  this  right  of  action  has  played  a  vital  role  in  com- 
pensating swindled  investors  in  the  major  financial  frauds  of  the 
last  decades,  and  I  firmly  believe  that,  if  allowed  to  stand,  the 
Central  Bank  case  will  weaken  the  Federal  security  laws  more 
than  any  other  case  in  the  60-year  history  of  the  Federal  securities 
laws. 

Let  me  spell  out  the  damage  that  the  Supreme  Court's  bizarre 
legal  reasoning  will  cause.  It  gives  clearly  fraudulent  behavior  the 
green  light.  It  immunizes  those  who  have  clearly  helped  others  to 
commit  securities  fraud.  It  says  to  those  who  assisted  savings  and 
loans  executives,  BCCI,  and  Drexel  Bumham,  in  committing  secu- 
rities fraud,  people  like  Michael  Milken  who  have  caused  innocent 
investors  to  lose  hundreds  of  millions  of  dollars,  go  home.  You  are 
protected  from  liability.  Sorry  to  have  bothered  you,  feel  free  to  do 
this  again. 

The  surprising  5  to  4  ruling  is  shocking  because  it  overturns  25 
years  of  established  Federal  court  precedent.  That  includes  11  Cir- 
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cuit  Courts  of  appeals.  Every  circuit  that  has  looked  at  the  issue, 
but  much  more  than  just  a  bad  decision,  that  Supreme  Court  case 
undermines  fundamental  protections  for  investors  in  the  securities 
markets.  Innocent  victims  who  lose  money  in  fraudulent  security 
schemes  have  recovered  hundreds  of  millions  of  dollars  from  aiders 
and  abetters. 

Unless  this  decision  is  reversed  by  us  in  Congress,  most  de- 
frauded investors  will  not  recover  their  losses  because  typically  the 
perpetrator  of  the  fraud  is  insolvent  by  the  time  the  case  is  filed 
or  by  the  time  it  comes  to  final  judgment. 

In  addition,  if  we  don't  legislate  to  overturn  Central  Bank,  tax- 

f)ayers  will  pick  up  more  and  more  of  the  tab  in  the  savings  and 
oan  cases  as  well  as  others,  and  the  Federal  deficit  about  which 
all  of  us  are  concerned  will  continue  to  grow. 

This  case  also  casts  doubt  upon  the  SEC's  own  ability  to  go  after 
aiders  and  abetters.  About  15  percent  of  the  SEC's  enforcement  ac- 
tions include  aiding  and  abetting  charges.  In  those  cases,  as  the 
SEC  has  said,  the  established  right  to  proceed  against  aiders  and 
abetters  is  critical  to  effective  enforcement.  I  am  sure  that  Arthur 
Levitt,  Chairman  Levitt  will  speak  to  this  issue  later. 

Finally,  Central  Bank  severely  weakens  the  deterrence  of  securi- 
ties fraud.  It  sends  a  dangerous  signal  to  the  securities  markets 
that  a  primary  enforcement  tool  has  been  eliminated.  This  not  only 
hurts  defrauded  investors,  it  hurts  all  investors.  It  is  imperative 
that  Congress  act  swiftly  to  rectify  this  situation  because  the 
Central  Bank  decision  already  is  having  immediate  implications  in 
a  huge  number  of  fraud  cases. 

As  we  speak,  lawyers  are  writing  up  motions  to  dismiss.  I  know 
that  there  are  much  broader  initiatives  out  there  to  overhaul  secu- 
rities legislation.  The  Dodd/Domenici  and  the  Tauzin  bills,  but  I  be- 
lieve we  must  move  immediately,  putting  aside  that  issue,  to  re- 
verse the  Central  Bank  case  separately  and  by  itself  I  do  not  share 
the  view  that  the  securities  litigation  system  is  a  problem  that  re- 
quires a  broad  fix. 

As  a  result  of  being  called  to  account  for  their  past  misdeeds,  a 
very,  very  powerful  coalition  of  large  accounting  firms,  public  com- 
panies, banks,  and  Wall  Street  firms  have  undertaken  a  major  ef- 
fort to  insulate  themselves  from  the  consequences  of  their  fraudu- 
lent conduct  in  the  guise  of  so-called  reform  bills.  Reform,  my  eye. 

Some  of  the  measures  that  are  being  proposed  establish — such  as 
establishing  a  wealth  test  for  class  actions.  In  other  words,  you 
have  to  invest  1  percent  or  $10,000  of  the  security  to  be  a  class  rep- 
resentative. Doesn't  the  small  investor  have  any  right  to  be  pro- 
tected in  the  courts  of  America?  Some  would  argiie  to  the  con- 
trary— Mr.  Tauzin,  Mr.  Dodd,  Mr.  Domenici.  Adoption  of  the  loser 
pays  English  rule. 

In  other  words,  if  you  lose  at  trial,  you  have  to  pay  a  penalty  of 
the  other — by  paying  the  other  side's  legal  fees  and  costs.  Are  we 
trying  to  prevent  people  from  having  their  day  in  court?  That  is 
what  Mr.  Tauzin,  Mr.  Dodd,  and  Mr.  Domenici  would  do,  severe 
limits  on  joint  and  several  liability  and  raising  pleading  and  bur- 
den of  proof  standards  imposed  on  fraud  victims  requiring  com- 
plaints to  allege  specific  facts  regarding  intent  and  requiring  vic- 
tims to  prove  intent  by  clear  and  convincing  evidence. 
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I  may  suggest,  Mr.  Chairman,  I  don't  really  believe  that  most  of 
this  issue  relates  to  the  accounting  firms  and  the  investment  bank- 
ing firms.  I  think  much  of  it  has  to  do  with  those  insurance  compa- 
nies that  provide  the  coverage  and  they  are  here  fashioning  this 
kind  of  legislation. 

All  of  this  appears  to  me  to  be  designed  simply  to  undermine  the 
interests  of  small  investors  and  scare  them  away  from  asserting 
their  rights.  This  would  cripple  private  enforcement  of  the  securi- 
ties laws  and  weaken  the  integrity  of  the  securities  markets.  We 
have  to  reject  these  special  interest  pleas. 

Now,  I  don't  understand  how  these  measures  can  be  viewed  as 
legitimate  reform.  It  is  like  a  sledgehammer  taken  right  to  the  lit- 
tle guy  who  loses  his  life  savings  in  a  securities  swindle.  How  is 
it  reform  if  you  have  got  to  have  X  amount  of  money  in  order  to 
even  challenge  fraudulent  conduct?  Why  is  it  appropriate  to  scare 
away  small  investors  with  the  threat  of  having  to  pay  fat  cat's 
humongous  legal  fees? 

These  proposals  are  flat  out  unfair.  This  isn't  reform.  It  is  a 
handout.  Who  do  you  think  would  uncork  the  champagne  if  one  of 
these  bills  were  to  pass?  The  consumers?  Obviously  not.  Small  in- 
vestors? Not  on  your  life.  Seven  major  consumer  groups  oppose 
these  bills  proposed  by  Mr.  Tauzin,  Dodd  and  Domenici. 

Let's  not  kid  anyone.  Passage  of  one  of  the  reform  bills  would  be 
the  Mardi  Gras  for  accountants  and  lawyers  and  bankers  and  bro- 
kers. There  is  no  valid  reason  for  such  measures.  Only  about  300 
securities  fraud  class  actions  are  filed  each  year,  and  that  counts 
multiple  filings  in  the  same  case.  These  suits  have  had  no  discern- 
ible adverse  impact  on  capital  formation.  As  public  offerings,  the 
volume  of  stock  market  trading.  Wall  Street  profits  and  corporate 
executive  and  broker  compensation  hit  all  time  highs  last  year. 

No  justification  exists  for  legislation  that  would  hobble  the  rel- 
atively few  securities  fraud  class  actions  filed  by  cheated  investors. 
So  I  urge  this  subcommittee  to  move  ahead  immediately  with  legis- 
lation to  reverse  Central  Bank,  in  tandem  with  the  bill  that  I  have 
introduced  in  the  Senate  to  restore  fairness  to  our  securities  laws. 

Mr.  Chairman,  members  of  the  committee,  I  appreciate  your  con- 
sideration for  permitting  me  to  be  heard. 

[The  prepared  statement  of  Senator  Howard  M.  Metzenbaum  fol- 
lows:] 

Statement  of  Hon.  Howard  M.  Metzenbaum,  a  U.S.  Senator  From  the  State 

OF  Ohio 

Mr.  Chairman,  I  thank  the  subcommittee  for  having  me  here  today.  The  subject 
of  this  hearing  is  of  great  iinportance  and  of  particular  interest  to  me  as  a  long- 
time advocate  of  strong  and  effective  securities  laws. 

What  I'd  like  to  stress  to  you  today  is  the  urgent  need  to  reverse  the  Central 
Bank  of  Denver  decision  as  soon  as  possible.  I  have  just  introduced  legislation  to 
do  that  in  the  Senate.  As  you  know,  in  Central  Bank,  the  Supreme  Court  wiped  out 
the  longstanding  aiding  and  abetting  liability  of  accountants,  lawyers,  and  other 
professionals  who  indirectly  assist  others  in  committing  securities  fraud.  This  right 
of  action  has  played  a  vital  role  in  compensating  swindled  investors  in  the  major 
financial  frauds  of  the  last  three  decades.  I  firmly  believe  that,  if  allowed  to  stand, 
the  Central  Bank  case  will  weaken  the  Federal  securities  laws  more  than  any  other 
case  in  the  60-year  history  of  the  Federal  securities  laws. 

Let  me  spell  out  the  damage  that  the  Supreme  Court's  bizarre  legal  reasoning  will 
cause.  It  gives  clearly  fraudulent  behavior  the  green  light.  It  immunizes  those  who 
have  clearly  helped  others  to  commit  securities  fraud.  It  says  those  who  assisted 
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S&L  executives,  BCCI,  and  Drexel  Burnham  in  committing  securities  fraud — people 
like  Michael  Milken  who  have  caused  innocent  investors  to  lose  hundreds  of  millions 
of  dollars — "Go  home,  you're  protected  from  liability,  sorry  to  have  bothered  you,  feel 
free  to  do  this  again". 

The  surprising  5  to  4  ruling  is  shocking  because  it  overturns  25  years  of  estab- 
lished Federal  court  precedent.  That  includes  11  Circuit  Courts  of  Appeal — every 
circuit  that  has  decided  the  issue.  But  much  more  than  just  a  bad  decision,  this  case 
undermines  fundamental  protections  for  investors  and  the  securities  markets. 

Innocent  victims  who  lose  money  in  fraudulent  securities  schemes  have  recovered 
hundreds  of  millions  of  dollars  from  aiders  and  abettors.  Just  recently,  23,000  bond 
holders  successfully  sued  the  lawyers  and  accountants  in  a  savings  and  loan  case 
and  recovered  $275  million.  If  this  ruling  had  been  on  the  books  at  that  time,  it 
might  have  wiped  out  that  recovery.  Ultimately,  if  we  don't  legislate  to  overturn 
Central  Bank,  taxpayers  will  pick  up  more  and  more  of  the  tab  in  the  savings  and 
loan  cases  as  well  as  others,  and  the  Federal  deficit  will  grow  and  grow. 

Unless  this  decision  is  reversed  by  Congress,  most  defrauded  investors  will  not 
recover  their  losses  because,  typically,  the  perpetrator  of  the  fraud  is  insolvent  by 
the  time  the  case  is  filed  or  completed.  For  example,  tlie  cheated  investors  who  re- 
covered the  $275  million  in  the  case  I  just  referred  to  had  won  a  $1.5  billion  judg- 
ment against  the  executives  directly  responsible,  but  that  judgment  was 
uncollectible  because  they  had  no  money  left. 

In  addition,  this  case  also  casts  doubt  upon  the  SEC's  own  ability  to  go  after 
aiders  and  abettors.  About  15  percent  of  the  SEC's  enforcement  actions  include 
charges  of  aiding  and  abetting.  In  those  cases,  the  established  right  to  proceed 
against  aiders  and  abettors  is  critical  to  effective  enforcement. 

Finally,  Central  Bank  severely  weakens  the  deterrence  of  securities  fraud.  It 
sends  a  dangerous  signal  to  the  securities  markets  that  a  primary  enforcement  tool 
has  been  eliminated.  This  not  only  hurts  defrauded  investors,  it  hurts  all  investors. 

It  is  imperative  that  Congress  acts  swiftly  to  rectify  this  situation  because  the 
Central  Bank  decision  already  is  having  immediate  implications  in  a  huge  number 
of  fraud  claims.  As  we  speak,  lawyers  are  writing  up  motions  to  dismiss. 

I  know  that  there  are  much  broader  initiatives  out  there  to  overhaul  securities 
litigation,  but  I  believe  we  must  move  immediately  to  reverse  Central  Bank  sepa- 
rately and  by  itself  I  do  not  share  the  view  that  the  securities  litigation  system  is 
a  problem  that  requires  a  broad  fix. 

As  a  result  of  being  called  to  account  for  their  past  misdeeds,  a  powerful  coalition 
of  large  accounting  firms,  public  companies,  banks,  and  Wall  Street  firms  have  un- 
dertaken a  major  effort  to  insulate  themselves  from  the  consequences  of  their  fraud- 
ulent conduct  in  the  guise  of  so-called  "reform"  bills. 

Some  of  the  measures  that  are  being  proposed — establishing  a  wealth  test  for 
class  actions;  adoption  of  the  loser  pays  '  English  rule";  severe  limits  on  joint  and 
several  liability;  and  raising  the  standards  on  pleading  and  burdens  of  proof  im- 
posed on  fraud  victims — appear  to  be  designed  simply  to  undermine  the  interests 
of  smedl  investors  and  scare  them  away  from  asserting  their  rights.  This  would  crip- 
ple private  enforcement  of  the  securities  laws  and  weaken  the  integrity  of  the  secu- 
rities markets.  We  must  reject  these  special  interest  pleas. 

I  don't  understand  how  these  measures  can  be  viewed  as  legitimate  reform.  It's 
like  a  sledgehammer  taken  right  to  the  little  guy  who  loses  his  life  savings  in  a  se- 
curities swindle.  How  is  it  reform  if  you've  got  to  have  X  amount  of  money  to  even 
challenge  fraudulent  conduct?  Why  is  it  appropriate  to  scare  away  small  investors 
with  the  threat  of  having  to  pay  fat  cats  humongous  legal  fees? 

These  proposeils  are  flat-out  unfair.  This  isn't  reform;  it's  a  handout.  Who  do  you 
think  would  uncork  the  champagne  if  one  of  these  bills  were  to  pass?  Consumers? 
Small  investors?  Not  on  your  life.  Passage  of  this  bill  would  be  Mardi  Gras  for  ac- 
countants, lawyers,  bankers,  and  brokers. 

There  is  no  valid  reason  for  such  measures.  Only  about  300  securities  fraud  class 
actions  are  filed  each  year,  and  that  includes  multiple  filings  in  the  same  case.  The 
existence  of  these  suits  has  had  no  discernible  adverse  impact  on  capital  formation, 
as  public  offerings,  the  volume  of  stock  market  trading,  Wall  Street  profits,  and  cor- 
porate executive  and  broker  compensation  hit  all-time  record  levels  last  year.  No 
justification  exists  for  legislation  that  would  hobble  the  relatively  few  securities 
fraud  class  actions  that  are  filed  each  year  on  behalf  of  cheated  investors. 

So  I  urge  this  subcommittee  to  move  ahead  immediately  with  legislation  to  re- 
verse Central  Bank,  in  tandem  with  the  bill  I  introduced  in  the  Senate,  to  restore 
fairness  to  our  securities  laws. 

Mr.  Markey.  Thank  you. 
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Are  there  any  members  that  have  any  questions  for  the  gen- 
tleman from  Ohio? 

Mr.  Tauzin.  Mr.  Chairman,  I  do  have  one. 

Mr.  Markey.  Gentleman  from  Louisiana,  Mr.  Tauzin  is  recog- 
nized. 

Mr.  Tauzin.  Senator,  with  all  due  respect,  sir,  I  do  appreciate  le- 
gitimate criticism,  and  as  I  pointed  out  in  my  opening  statement, 
if  we  have  not  offered  the  right  remedies  for  some  of  the  problems 
we  have  seen,  we  are  desperately  willing  and  anxious  to  talk  to  you 
and  others  about  what  the  right  remedies  are. 

Nowhere  in  our  bill  have  we  proposed  a  wealth  test  to  go  to 
court.  Nowhere  in  our  bill  have  we  told  a  single  small  shareholder 
that  you  cannot  be  a  party  to  a  class  action  if  you  don't  have 
enough  money. 

Senator  Metzenbaum.  It  is  in  the  Dodd  bill. 

Mr.  Tauzin.  I  would  suggest  that  I  think  your  staff  is  wrong  in 
that  respect.  The  Dodd  bill  does  have  a  provision  allowing  small 
shareholders  exemption  from  the  proportionate  liability  relief,  but 
it  doesn't  say  that  you  have  to  have  a  certain  amount  of  money  to 
go  to  court. 

I  know  our  bill  doesn't.  I  believe  Mr.  Dodd's  bill  does  not.  My 
point  is,  Mr.  Metzenbaum,  I  will  accept  legitimate  criticism,  but 
the  one  thing  I  will  not  accept  is  unfair  or  inaccurate  criticism  of 
our  efforts.  We  are  not  out,  we  are  not  out  to  ensure  fraud  cases 
are  not  going  to  be  brought  for  small  investors. 

We  want  them  brought  where  there  is  real  fraud.  We  simply 
want  these  kinds  of  cases  that  do  nothing  more  than  shake  down 
small  companies,  shake  down  accountants  firms  for  settlements  to 
end  and  for  real  cases  to  go  forward. 

Senator  Metzenbaum.  Mr.  Tauzin,  I  don't  wish  to  engage  in  con- 
troversy. I  am  advised  by  staff  that  the  Dodd  bill  does  provide  that 
you  have  to  have  either  a  1  percent  interest  or  $10,000  to  be  a 
class  representative.  Now 

Mr.  Tauzin.  Well,  if  that  is  true,  I  stand  corrected.  There  is  no 
such  provision  in  our  bill,  and  being  lumped  in  with  any  criticism 
that  says  we  are  attempting  to  give  small  shareholders  a  block  at 
the  courthouse  door  is  just  unfair. 

We  are  attempting,  as  I  point  out.  Senator,  to  make  sure  that  ev- 
eryone has  a  fair  chance  to  get  a  real  case  heard,  that  these  phony 
cases  be  dealt  with  in  a  different  way.  That  is  our  attempt,  sir,  and 
again,  I  would  love  to  engage  you  and  your  staff  in  a  discussion 
about  how  to  improve  this  law  and  make  it  work  better. 

Senator  Metzenbaum.  Mr.  Chairman,  may  I  be  excused? 

Mr.  Markey.  Senator,  thank  you  so  much. 

Senator  Metzenbaum.  I  have  a  plane  at  12  p.m.  and  I  just  don't 
want  to  miss  it. 

Mr.  Markey.  We  very  much  appreciate  your  cooperation.  Thank 
you. 

Senator  Dodd  or  Domenici? 

Let's  then  turn  to  the  Chairman  of  the  Securities  and  Exchange 
Commission,  to  Arthur  Levitt,  who  has  appeared  before  this  sub- 
committee now  several  times  and  is,  without  question,  the  expert 
witness  in  the  country  on  this  subject. 
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We  welcome  you  back,  Mr.  Chairman,  and  whenever  you  feel 
comfortable,  I  would  appreciate  it  if  you  could  please  begin. 

STATEMENT  OF  ARTHUR  LEVITT,  CHAIRMAN,  SECURITIES 
AND  EXCHANGE  COMMISSION 

Mr.  Levitt.  Chairman  Markey  and  members  of  the  subcommit- 
tee, I  appreciate  this  opportunity  to  testify  on  behalf  of  the  Securi- 
ties and  Exchange  Commission  regarding  litigation  under  the  Fed- 
eral securities  laws. 

Mr.  Chairman,  since  taking  my  oath  of  office  on  July  27  of  last 
year,  hardly  a  day  has  gone  by  that  has  not  reinforced  my  convic- 
tion that  investor  protection  is  the  mandate,  the  goal,  and  the  pub- 
lic trust  that  must  be  uppermost  in  my  mind  and  in  my  actions. 
Whether  we  are  dealing  with  the  problems  of  the  mutual  fund  in- 
dustry, the  activities  of  the  Nation's  securities  exchanges,  or  the 
misdeeds  of  those  who  prey  upon  the  public,  safeguarding  the  in- 
terests of  America's  investors  is  what  guides  our  attitudes  and  our 
decisions. 

Litigation  under  the  Federal  securities  laws  and  private  rights  of 
action  are  fundamental  to  achieving  our  goal.  All  sides  of  the  cap- 
ital raising  equation  are  affected  by  how  fair,  how  orderly,  how 
open  and  how  effective  our  system  is.  It  has  been  clear  to  me  for 
some  time  that  the  process  has  become  more  costly,  more  con- 
voluted, more  time  consuming,  and  more  burdensome  than  it  need 
be. 

I  cannot  state  more  firmly  my  endorsement  of  the  premise  that 
litigation  brought  by  private  parties  is  an  essential  aspect  of  inves- 
tor protection  and  an  invaluable  ally  to  everything  that  the  Com- 
mission is  doing.  In  order  for  investors  to  have  confidence  in  the 
securities  markets,  they  must  have  confidence  in  their  right  to  seek 
fair  recovery  from  those  who  may  defraud  them.  Private  actions 
also  serve  a  crucial  role  as  a  deterrent  and  are  a  vital  supplement 
to  the  Commission's  enforcement  resources. 

At  the  same  time,  the  Commission  believes  we  should  strive  to 
assure,  not  only  that  the  system  permits  fraud  victims  to  recover 
their  loss,  but  that  it  works  well  and  serves  the  interests  of  all  in- 
vestors. This  is  not  merely  a  simple  matter  of  preferring  plaintiff 
shareholders  over  defendants  in  all  litigation,  especially  because  in- 
vestors exist  on  both  sides  of  most  securities  fraud  cases.  Meritless 
or  vexatious  litigation  has  its  own  costs.  The  threat  of  litigation 
may  deter  issuers  from  good  corporate  practices  that  the  Commis- 
sion encourages,  such  as  the  disclosure  of  forward-looking  informa- 
tion. Furthermore,  when  issuers  and  others  pay  substantial  sums 
to  deal  with  frivolous  lawsuits,  significant  costs  are  imposed  on  the 
process  of  capital  raising  and  on  business — costs  that  ultimately 
will  be  borne  by  all  shareholders.  Meritless  lawsuits  may  also 
hinder  the  development  of  substantive  securities  law,  as  courts  de- 
velop overly  broad  doctrines  to  curb  what  they  view  as  vexatious 
litigation. 

As  with  many  critically  important  national  issues,  the  parties 
have  so  overstated  their  views,  and  the  debate  has  become  so 
confrontational,  that  the  various  proponents  have  become  locked 
into  polarized  positions.  I  think  this  is  very,  very  unfortunate.  It 
sure  has  made  it  difficult  for  you,  for  the  Commission,  for  all  inter- 


32 

ested  parties,  including  investors,  issuers,  and  professional  advisors 
who  have  got  to  undertake  a  careful  consideration  of  the  costs  and 
benefits  of  the  current  litigation  system,  as  well  as  an  honest  and 
earnest  search  for  ways  to  improve  it.  That  is  precisely  what  we 
need.  We  should  be  striving  to  curb  abusive  practices  on  the  one 
hand,  while  making  the  system  less  costly  and  more  effective  for 
wronged  investors  on  the  other. 

The  parties  on  all  sides  of  this  issue  must  stop  shouting  at  one 
another  and  begin  to  consider  some  of  the  constructive  and  legiti- 
mate ideas  out  there.  I  am  here  today  to  state  before  this  commit- 
tee and  the  American  people  that,  in  the  spirit  of  trying  to  rec- 
oncile the  many  diverse  views,  the  SEC  will  work  with  any  group, 
examine  any  idea,  entertain  any  proposal,  and  consider  any  per- 
spective if  it  will  help  resolve  this  contentious  issue  without  com- 
promising investor  protection.  I  think  all  parties  need  at  this  point 
to  take  a  deep  breath,  put  personal  interest  in  proper  perspective, 
and  begin  that  long  overdue  dialogue  to  eliminate  abuses  and  to 
begin  to  adapt  to  change. 

In  a  speech  I  gave  last  January,  I  called  upon  all  sides  to  do  just 
that,  to  work  together  to  bring  some  kind  of  balance  to  this  debate, 
and  I  touched  on  a  number  of  ways  to  address  the  issue.  In  re- 
sponse to  that  speech,  a  blizzard  of  letters  descended  on  my  office, 
some  of  them  calling  for  my  immediate  resignation,  others  calling 
for  my  direct  canonization.  There  is  no  denying  that  the  words  "liti- 
gation reform"  evoke  the  kind  of  passion  usually  reserved  for  dis- 
cussions of  politics  or  religion.  I  wish  we  could  coin  another  expres- 
sion that  might  get  us  past  the  flash  point. 

As  SEC  Chairman,  I  certainly  have  seen  an  abundance  of  securi- 
ties fraud  cases  that  brought  devastating  losses  to  individual  inves- 
tors. At  the  same  time,  my  prior  experience  has  acquainted  me 
with  the  distraction  and  costs  and  frustration  of  meritless  litiga- 
tion. 

With  all  of  this  in  mind,  and  on  the  basis  of  that  personal  experi- 
ence with  a  broad  variety  of  confrontational  issues,  I  believe  all 
sides  can  and  must  work  toward  an  improved  system.  Let  me  share 
with  you  some  of  the  thoughts  the  Commission  has,  which  are  de- 
scribed in  greater  detail  in  my  written  testimony. 

We  have  talked  about  the  Central  Bank  of  Denver.  In  that  case, 
the  Supreme  Court  held  that  there  is  no  private  right  of  action  for 
aiding  and  abetting  securities  fraud.  The  Commission  is  concerned 
that  this  decision  may  preclude  some  private  actions  that  have 
merit  and  that  it  may  complicate  the  Commission's  own  enforce- 
ment proceedings.  We  therefore  believe  that  Congress  should  enact 
legislation  to  restore  aiding  and  abetting  liability  in  private  ac- 
tions, and  that  Congress  should  clarify  that  the  Commission  may 
seek  injunctions  and  other  relief  against  aiders  and  abetters. 

With  respect  to  class  action  reform  proposals,  class  actions  cer- 
tainly enhance  judicial  efficiency  and  they  may  also  have  a  deter- 
rent effect.  However,  there  sure  is  room  for  improvement  in  the 
current  system.  We  should  seek  to  address  abuses  and  to  align  the 
interests  of  class  counsel  closely  with  the  interests  of  the  underly- 
ing class.  The  Commission  has  already  endorsed  measures  included 
in  H.R.  417  that  are  designed  to  address  abuses.  We  also  believe 
that  certain  additional  measures  proposed  in  Senate  legislation  in- 
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troduced  by  Senators  Dodd  and  Domenici  deserve  careful  consider- 
ation, and  we  are  prepared  to  work  with  them  to  craft  the  kind  of 
legislation  that  will  provide  for  both  investor  protection  and  avoid 
some  of  the  most  egregious  abuses. 

With  respect  to  sanctions  and  fee  shifting,  the  Commission  does 
not  support  broad  fee-shifting  provisions  that  would  require  the 
losing  party  to  pay  the  prevailing  party's  fees  in  Federal  securities 
law  cases.  We  feel  that  such  provisions  would  have  potentially 
damaging  effects  on  meritorious  claims,  and  we  believe  that 
meritless  cases  can  be  more  effectively  deterred  by  sanctions  tar- 
geted at  the  parties  and  at  counsel  who  file  these  cases.  Therefore, 
the  Commission  recommends  that  Congress  add  a  provision  to  the 
Securities  Exchange  Act  stating  that  a  party  or  attorney  who  files 
a  meritless  case  or  defense  may  be  required  to  pay  the  other  par- 
tes reasonable  legal  fees  and  expenses. 

With  respect  to  RICO  reform,  for  several  years,  the  Commission 
has  supported  legislation  to  eliminate  the  overlap  between  the  pri- 
vate remedies  under  the  Racketeer  Influenced  and  Corrupt  Organi- 
zations Act  and  under  the  Federal  securities  laws.  It  is  both  unnec- 
essary and  unfair  to  expose  defendants  in  securities  cases  to  the 
threat  of  treble  damages  and  other  extraordinary  remedies  under 
RICO.  Congressional  action  on  this  issue  is  still  needed. 

In  the  end,  our  fundamental  concern  must  be  whether  any  pro- 
posed measure  will  help  investors  and  strengthen  our  markets.  In 
my  view,  we  can  best  do  so  by  ensuring  effective  and  speedy  rem- 
edies for  those  with  meritorious  claims,  and  by  curbing  abusive  liti- 
gation practices.  I  believe  and  I  hope  that  this  should  be  and  will 
be  the  common  objective  of  the  Congress,  the  Commission,  the 
other  participants  in  the  process,  and  that  we  will  work  together 
to  attain  that  goal. 

Thank  you. 

[The  prepared  statement  of  Arthur  Levitt  follows:] 

Statement  of  Arthur  Levitt,  Chairman,  U.S.  Securities  and  Exchange 

Commission 

Chairman  Markey  and  Members  of  the  Subcommittee:  I  appreciate  this  oppor- 
tunity to  testify  on  behalf  of  the  Securities  and  Exchange  Commission  regarding  liti- 
gation under  the  Federal  securities  laws. 

As  you  know,  the  Commission  has  consistently  stressed  the  importance  of  private 
actions  under  the  antifraud  provisions  of  the  Federal  securities  laws.  In  order  to 
maintain  investor  confidence  in  the  fairness  of  our  securities  markets,  we  must  en- 
sure that  investors  have  a  meaningful  right  to  seek  recovery  against  those  who  de- 
fraud them.  Private  actions  also  provide  additional  deterrence  against  securities  law 
violations,  thereby  serving  as  a  "necessary  supplement"  to  the  Commission's  own  en- 
forcement activities.  Preserving  private  actions  as  a  source  of  deterrence  and  as  the 
primary  vehicle  for  compensating  defrauded  investors  will  be  increasingly  'impor- 
tant as  our  securities  markets  continue  to  grow  in  size  and  complexity.^ 

Two  recent  Sunreme  Court  decisions  have  narrowed  the  scope  of  private  actions 
under  section  10(b)  of  the  Exchange  Act  and  Rule  lOb-5,  the  most  widely  used  anti- 
fraud  remedy.  In  Central  Bank,  of  Denver,  N.A.  v.  First  Interstate  Bank  of  Denver, 
N.A.,  114  S.  Ct.  1439  (1994),  the  Court  held  that  investors  do  not  have  a  private 
right  of  action  against  persons  who  substantially  assist  a  securities  fraud,  even  if 
those  persons  act  knowingly  or  with  a  high  degree  of  recklessness.  Three  years  ear- 
lier, in  Lampf,  Pleva,  Lip  kind,  Prupis  &  Petigrow  v.  Gilbertson,  501  U.S.  350  (1991), 
the  Court  held  that  an  action  under  Rule  lOb-5  must  be  brought  within  1  year  after 
discovery  of  a  violation,  and  within  3  years  after  the  violation  occurred. 


ifiateman  Eichler,  Hill  Richards,  Inc.  v.  Bemer,  472  U.S.  299,  310  (1985);  Blue  Chip  Stamps 
V.  Manor  Drug  Stores,  421  U.S.  723,  730  (1975);  J.I.  Case  Co.  v.  Borak,  377  U.S.  426,  432  (1964). 
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The  Commission  previously  urged  Congress  to  address  the  Lampf  decision  by  en- 
acting an  express  statute  of  hmitations  that  would  allow  cases  to  be  filed  up  to  5 
years  after  a  violation  occurs,  provided  they  are  brought  within  2  years  after  discov- 
ery of  the  violation. 2  Shortly  after  the  Central  Bank  of  Denver  decision,  the  Com- 
mission recommended  that  Congress  also  enact  legislation  to  restore  the  previously 
well-established  investor  rights  that  were  set  aside  by  the  decision.^  In  addition  to 
restoring  the  private  right  of  action,  such  legislation  should  expressly  provide  that 
the  Commission  itself  may  seek  injunctive  and  other  relief  against  aiders  and  abet- 
tors, thereby  eliminating  the  uncertainty  created  by  the  Central  Bank  of  Denver  de- 
cision. 

The  Commission  recognizes  that  these  recommendations  implicate  other  policy  is- 
sues raised  by  private  Litigation  under  the  Federal  securities  laws."*  The  extent  to 
which  abuses  in  the  private  litigation  system  exist,  and  the  appropriate  means  to 
address  them,  have  been  the  subject  of  a  deeply  polarized  debate  for  several  years. 

As  discussed  in  this  testimony,  the  Commission  believes  that  meaningful  improve- 
ments to  the  existing  system  can  be  accomplished  through  a  combination  of  legisla- 
tion, increased  judicial  activism  in  the  case  management  process,  and  the  Commis- 
sion's use  of  its  own  rulemaking  and  interpretative  authority.  The  Commission  is 
committed  to  this  effort,  because  private  litigation  can  impose  substantial  unneces- 
sary costs  if  it  is  abused  by  private  plaintiffs  or  their  attorneys.  Concern  has  also 
been  expressed  that  the  threat  of  litigation  tends  to  impede  corporate  practices,  such 
as  the  disclosure  of  forward-looking  information,  that  the  Commission  encourages. 
Finally,  meritless  lawsuits  may  adversely  affect  the  development  of  substantive  se- 
curities law,  as  courts  develop  broad  doctrines  in  an  attempt  to  curb  what  they  per- 
ceive to  be  vexatious  litigation. 

The  Commission's  objective  is  to  foster  a  litigation  system  that  works  fairly  and 
efficiently  in  the  interest  of  all  investors.  In  analyzing  proposals  to  improve  the  sys- 
tem, our  fundamental  criterion  is  whether  the  proposed  measures  will  further  inves- 
tor protection.  Because  investors  exist  on  both  sides  of  most  securities  fraud  law- 
suits, however,  this  is  not  a  simple  matter  of  preferring  plaintiffs  or  defendants.  In- 
stead, the  more  complex  task  at  hand  is  to  identify  measures  that  effectively  curb 
abusive  practices  without  diluting  the  effectiveness  of  private  remedies  against 
fraud. 

The  Central  Bank  of  Denver  decision  illustrates  why  it  is  important  to  seek  im- 
provements in  the  system  through  legislation,  rather  than  rely  solely  on  the  courts. 
Judicial  decisions  of  this  type  are  blunt  instruments  that  affect  broad  categories  of 
cases  without  regard  to  their  merits.  They  are  not  a  substitute  for  legislation  that 
is  carefully  tailored  to  ensure  that  it  does  not  affect  meritorious  cases. 

Prior  to  the  Supreme  Court's  recent  decision  in  Central  Bank  of  Denver,  the  Fed- 
eral courts  of  appeals  had  unanimously  held  that  a  private  right  of  action  existed 
against  persons  who  aid  and  abet  violations  of  section  10(b)  and  Rule  lOb-5.^  In  re- 
versing this  well-established  body  of  law,  the  Court  distinguished  between  cases  re- 
garding "the  scope  of  conduct  prohibited  by  section  10(b),"  which  are  governed  strict- 
ly by  "the  text  of  the  statute,"  and  cases  regarding  "the  elements  of  the  lOb-5  private 
liability  scheme."^  It  characterized  the  case  as  one  regarding  the  scope  of  the  prohi- 
bition, and  found  that  "the  text  of  the  1934  Act  does  not  itself  reach  those  who  aid 
and  abet  a  section  10(b)  violation."  "^ 

The  extent  to  which  the  Central  Bank  of  Denver  decision  will  impact  private 
rights  of  action  is  difficult  to  predict.  Many  claims  that  formerly  were  charged  as 
aiding  and  abetting  are  now  being  recast  in  terms  of  primary  liability.^  The  line  sep- 
arating primary  and  secondary  liability  is  not  currently  clear,  however,  mainly  be- 
cause the  distinction  seldom  had  any  practical  significance  before  the  Central  Bank 


2  See  Testimony  of  Richard  C.  Breeden,  Chairman,  Securities  and  Exchange  Commission, 
"Concerning  the  Securities  Investors  Legal  Rights  Act  of  1991,"  before  the  Subcommittee  on 
Telecommunications  and  Finance,  House  Committee  on  Energy  and  Commerce,  Nov.  21,  1991. 

3 Testimony  of  Arthur  Levitt,  Chairman,  Securities  and  Exchange  Commission,  "Concerning 
the  Central  Bank  of  Denver  Decision,"  before  the  Subcommittee  on  Securities,  Senate  Commit- 
tee on  Banking,  Housing,  and  Urban  Affairs,  May  12,  1994. 

*  Commissioner  Beese,  in  particular,  believes  that  legislation  to  restore  aiding  and  abetting 
liability  should  be  specifically  conditioned  on  significant  legislative  action  to  correct  those  abuses 
encouraging  vexatious  litigation. 

^See  114  S.  Ct.  at  1456  n.l  (Stevens,  J.,  dissenting)  (citing  cases). 

8  114  S.  Ct.  at  1445-46. 

7  Id.  at  1448. 

«See,  e.g.,  Thom  Weidlich,  Professionals  Still  at  Risk,  National  L.J.,  July  18,  1994,  at  A6; 
Diana  Henriques,  Towers  Investors  Try  Aggressive  New  Legal  Tack,  N.Y.  Times,  June  20,  1994, 
atDI. 
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of  Denver  decision.^  Persons  who  aided  and  abetted  a  fraud  were  held  jointly  and 
severally  liable  with  primary  violators  in  private  actions,  and  the  Commission  in  its 
enforcement  actions  obtained  the  same  injunctive  relief  against  primary  violators  as 
it  did  against  secondary  violators. 

The  Commission  can  continue  to  reach  secondary  participants  in  a  securities 
fraud  by  exercising  its  administrative  authority.  ^°  Private  litigants,  however,  do  not 
have  that  alternative.  Unless  another  theory  of  liability  can  be  applied  in  a  particu- 
lar case,  persons  who  knowingly  or  recklessly  assist  the  perpetration  of  a  fraud  may 
be  insulated  from  liability  to  private  parties  if  they  act  behind  the  scenes  and  do 
not  themselves  make  statements,  directly  or  indirectly,  that  are  relied  upon  by  in- 
vestors. Because  this  is  conduct  that  should  be  deterred.  Congress  should  enact  leg- 
islation to  restore  aiding  and  abetting  liability  in  private  actions. 

Although  the  Central  Bank  of  Denver  decision  did  not  specifically  address  Com- 
mission enforcement  actions,  the  decision  has  created  uncertainty  as  to  the  Commis- 
sion's ability  to  use  the  aiding  and  abetting  theory  of  liability  where  it  is  not  ex- 
pressly provided  by  statute.  It  can  be  argued  that  the  Court  did  not  intend  to  re- 
strict the  Commission's  ability  to  pursue  aiders  and  abettors,  and  the  Commission 
will  pursue  these  arguments  in  selected  cases.  Because  other  enforcement  options 
are  available,  however,  the  Commission  has  determined  that  it  would  not  be  in  the 
public  interest  to  devote  substantial  resources  to  litigation  over  the  question  wheth- 
er the  Central  Bank  of  Denver  decision  applies  to  Commission  enforcement  actions. 

The  Commission  will  continue  to  maintain  a  comprehensive  enforcement  program, 
but  the  constraints  imposed  by  Central  Bank  of  Denver  will  reduce  the  strength  and 
flexibility  of  its  enforcement  response  in  particular  cases.  It  is  likely  that  the  Com- 
mission will  bring  more  cases  under  its  administrative  authority,  which  permits  it 
to  reach  persons  who  might  otherwise  be  charged  as  aiders  and  abettors  but  does 
not  provide  for  civil  money  penalties  as  to  non-regulated  persons  and  entities.  The 
Commission  will  also  be  confronted  with  cases  in  which  it  must  sue  in  Federal  dis- 
trict court,  in  order  to  obtain  penalties  and  other  appropriate  relief  against  principal 
violators,  and  also  proceed  administratively  against  secondary  participants.  This  du- 
plication of  effort  is  a  needless  drain  on  the  Commission's  resources.  Legislation  ex- 
pressly providing  that  the  Commission  can  seek  injunctions  and  other  relief  against 
aiders  and  abettors  is  necessary  to  preserve  fully  the  strength  and  flexibility  that 
Congress  intended  to  provide  when  it  enacted  the  Securities  Enforcement  Remedies 
and  Penny  Stock  Reform  Act  of  1990. 

Many  critics  of  the  private  litigation  system  focus  on  problems  associated  with 
class  action  lawsuits.  The  class  action  mechanism  generally  furthers  judicial  efS- 
ciency  and  makes  it  feasible  for  a  broad  group  of  investors  who  have  relatively  small 
individual  claims  to  maintain  an  action  for  damages.  This  aggregation  of  claims 
causes  class  actions  to  have  a  powerful  deterrent  effect.  Because  the  Commission 
cannot  possibly  take  enforcement  action  to  address  all  instances  of  securities  fraud, 
the  deterrence  provided  by  class  action  lawsuits  is  essential  to  the  effective  oper- 
ation of  the  Federal  securities  laws. 

Securities  class  actions  raise  several  concerns.  One  is  the  difficulty  that  investors 
in  the  plaintiff  class  have  in  exercising  any  meaningful  direction  over  the  case 
brought  on  their  behalf  Typically,  the  large  number  of^plaintiffs,  and  the  generally 
small  dollar  value  of  their  individual  claims,  make  it  difficult  and  expensive  to  con- 
tact the  class,  and  reduce  the  likelihood  that  many  individual  members  will  re- 
spond. In  addition,  although  Federal  Rule  of  Civil  Procedure  23  provides  that  a 
court  should  determine  as  "soon  as  practicable"  whether  an  action  should  proceed 
as  a  class  action,  in  many  cases  a  class  action  is  effectively  settled  before  the  class 
has  been  certified  by  the  court. 

Class  counsel  may  also  have  incentives  that  differ  from  those  of  the  underlying 
class  members.  Because  class  counsel's  fees  and  expenses  sometimes  amount  to  one- 
third  or  more  of  the  recovery,  class  counsel  frequently  has  a  significantly  greater 
interest  in  the  litigation  than  any  individual  member  of  the  class.  In  addition,  class 
counsel  usually  advances  the  costs  of  the  litigation,  which  means  that  counsel  may 
have  a  greater  incentive  than  the  members  of  the  class  to  accept  a  settlement  that 
provides  a  significant  fee  and  eliminates  any  risk  of  failure  to  recoup  funds  already 


*  One  securities  law  treatise  has  described  the  line  between  primary  and  secondary  liability 
as  "indistinct"  and  "virtually  nonexistent."  4  A.  Bromberg  &  L.  Lowenfels,  Securities  Fraud  and 
Commodities  Fraud,  section  8.5(600)  (1993). 

i°With  respect  to  registered  entities  and  their  associated  persons,  the  Commission  has  ex- 
press authority  to  impose  sanctions  on  the  basis  of  aiding  and  abetting  liability.  The  Commis- 
sion can  also  exercise  its  cease  and  desist  authority  with  respect  to  any  person  who  acts  as  "a 
cause"  of  another  person's  violation.  The  scope  of  liability  as  a  cause"  of^a  violation  would  ap- 
pear to  be  at  least  as  broad  as  aiding  and  abetting  liability. 
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invested  in  the  case.  Even  if  a  substantially  higher  recovery  might  be  obtained 
through  litigation,  the  return  on  counsel's  investment  might  be  lower  than  tiiat  pro- 
vided by  the  settlement,  especially  if  lost  opportunity  costs  are  taken  into  account.  ^^ 
Because  the  existing  safeguards  provided  by  the  system  are  imperfect,  there  is  a 
danger  that  weak  claims  may  be  overcompensated  while  strong  claims  are 
undercompensated.  If  a  corporate  defendant  is  unsuccessful  in  getting  a  weak  case 
dismissed  by  an  early  dispositive  motion,  the  economics  of  litigation  may  dictate  set- 
tlement even  if  the  defendant  is  relatively  confident  that  it  would  prevail  at  trial. 
Conversely,  if  plaintiffs'  counsel  settles  a  strong  case  too  cheaply,  the  economic  in- 
terest of  most  individual  class  members  may  not  be  sufficiently  significant  for  them 
to  object  to  the  proposed  settlement.  As  a  practical  matter,  members  of  the  class 
who  object  must  opt  out  of  the  class,  obtain  separate  counsel,  and  oppose  a  settle- 
ment tnat  is  supported  both  by  class  counsel  and  the  corporate  defendant.  Finally, 
although  class  action  settlements  require  judicial  approval,  courts  have  a  natural 
incentive  to  clear  complicated  cases  from  their  doclcets  and  have  been  known  to 
adopt  the  premise  that  "a  bad  settlement  is  almost  always  better  than  a  good 
trial."i2 

Measures  to  improve  the  current  system  should  recognize  these  d5mamics  of  class 
action  litigation  and  seek  to  align  more  closely  the  incentives  of  class  counsel  and 
the  interests  of  the  underlying  class.  They  should  deter  plaintiffs'  attorneys  from  fil- 
ing weak  or  meritless  cases  by  providing  for  sanctions  where  appropriate,  correct 
certain  procedural  abuses  associated  with  class  actions,  and  possibly  alter  the  proc- 
ess and  economics  by  which  attorneys'  fees  are  awarded  in  such  cases. 

The  Commission  has  previously  endorsed  specific  measures,  now  included  in  the 
bill  introduced  by  Representative  Tauzin  and  others,  H.R.  417,  that  would  prohibit 
the  payment  of  additional  compensation  to  a  class  representative,  the  payment  of 
referral  fees  to  a  class  counsel,  service  as  class  counsel  by  an  attorney  who  has  ben- 
eficial interest  in  the  securities  that  are  the  subject  of  the  litigation,  and  the  pay- 
ment of  attorneys'  fees  from  funds  disgorged  in  a  Commission  action.  ^^  The  first 
three  of  these  measures  are  designed  to  prevent  plaintiff  firms  from  using  profes- 
sional plaintiffs  or  otherwise  maintaining  an  inventory  of  shareholders  to  serve  as 
nominal  plaintiffs  in  class  action  filings.  Unless  accompanied  by  other  measures  de- 
signed to  help  distinguish  between  meritorious  and  non-meritorious  claims,  these 
?rovisions  would  not  fundamentally  eilter  the  dynamics  of  class  action  litigation, 
hey  could,  however,  impose  some  discipline  in  the  system  and  provide  a  check 
against  the  precipitous  filing  of  class  action  lawsuits  that  have  not  been  adequately 
investigated.  The  "race  to  the  courthouse"  phenomenon  is  clearly  a  problem  that  de- 
serves attention. 

Additional  class  action  procedural  reforms  are  proposed  in  legislation  that  has 
been  introduced  in  the  Senate  by  Senators  Dodd  and  Domenici.^'*  One  provision  in 
their  bill  would  mandate  the  use  of  an  investor  steering  committee  or  similar  device 
to  oversee  the  work  of  class  counsel  in  securities  class  actions.  Other  provisions 
would  restrict  settlements  under  seal,  require  more  specific  disclosure  of  settlement 
terms,  and  require  that  attorneys'  fees  be  calculated  '  as  a  percentage  of  the  amount 
of  damages  and  prejudgment  interest  actually  paid  to  the  class  as  a  result  of  the 
attorneys'  efforts."  The  Commission  believes  that  the  overall  approach  suggested  by 
these  proposals  deserves  further  study  and  careful  consideration. 

The  system  could  also  benefit  from  more  active  case  management  on  the  part  of 
the  judiciary.  One  interesting  idea  is  the  use  of  a  competitive  bidding  process  for 
law  firms  seeking  to  be  selected  as  lead  counsel  in  securities  class  actions.  This  idea 
was  first  put  into  practice  by  Judge  Vaughn  Walker,  a  U.S.  District  Court  judge  for 
the  Northern  District  of  California,  in  a  case  involving  Oracle  Systems  Corpora- 
tion.^^ Judge  Walker  recently  discussed  his  competitive  oidding  process  at  the  first 
meeting  of  the  Commission's  new  Consumer  Affairs  Advisory  Committee. 


11  For  more  extensive  discussions  of  the  agency  problems  in  class  actions,  see  Jonathan  R. 
Macey  &  Geoffrey  P.  Miller,  The  Plaintiffs'  Attorney's  Role  in  Class  Action  and  Derivative  Liti- 
gation: Economic  Analysis  and  Recommendations  for  Reform,  58  U.  Chic.  L.  Rev.  1  (1991);  John 
C.  Coffee,  Jr.,  Understanding  the  Plaintiffs  Attorney:  The  ImpUcations  of  Economic  Theory  for 
Private  Enforcement  of  Law  Through  Class  and  Derivative  Actions,  86  Colum.  L.  Rev.  669 
(1986). 

»2  In  re  Warner  Communications  Securities  Litigation,  618  F.  Supp.  735,  740  (S.D.N.Y.  1985). 

13  Private  Litigation  Under  the  Federal  Securities  Laws:  Hearings  before  the  Subcommittee 
on  Securities  of  the  Senate  Committee  on  Banking,  Housing,  and  Urban  Affairs,  103rd  Cong., 
1st  Sess.,  at  117  (1993)  (statement  of  William  R.  McLucas,  Director,  Division  of  Enforcement, 
SEC). 

"S.  1976,  the  "Private  Securities  Litigation  Reform  Act  of  1994." 

iBSee  In  re  Oracle  Securities  Litigation,  131  F.R.D.  688  (N.D.  Cal.  1990);  In  re  Oracle  Securi- 
ties Litigation,  132  F.R.D.  538  (N.D.  Cal.  1990).  On  June  9,  1994,  Judge  Walker  commenced 
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In  the  Oracle  case,  more  than  25  law  firms  filed  over  15  complaints  against  the 
company  shortly  after  the  company's  stock  price  declined  31  percent  on  the  day  fol- 
lowing an  earnings  announcement.  When  the  law  firms  were  unable  to  agree  among 
themselves  as  to  the  selection  of  lead  counsel,  Judge  Walker  ordered  those  firms  in- 
terested in  the  position  to  submit  bids.  The  bids  were  to  include  a  description  of 
the  firm's  qualifications  to  serve  as  lead  counsel  and  the  percentage  of  any  recoveir 
that  would  be  charged  as  fees  and  costs  in  the  event  that  a  recovery  was  obtained. 

Fees  in  class  action  cases  are  typically  determined  as  part  of  a  settlement  negotia- 
tion in  which  the  actual  plaintiffs,  the  individual  investors,  play  no  role.  By  select- 
ing the  lead  counsel  through  competitive  bidding.  Judge  Walker  attempted  to  ap- 
proximate what  many  defendants  ao  in  such  circumstances  and  what  class  members 
would  have  done  if  they  were  involved  in  the  decisionmaking.  Obtaining  the  best 
representation  arrangement  for  these  "absent  investors"  required,  in  the  judge's 
view,  that  the  fee  structure  be  set  at  the  outset  of  the  litigation  and  involve  competi- 
tion among  interested  law  firms  with  the  requisite  qualifications.  However,  the 
Commission  recognizes  that  the  best  fee  arrangement  is  not  necessarily  the  lowest 
fee  arrangement  and  that  the  quality  of  class  counsel  should  be  an  important  factor 
as  well. 

More  than  4  years  after  the  case  began,  Judge  Walker  approved  a  $25  million 
offer  of  settlement  in  the  case.^^  Substantial  savings  in  terms  of  both  fees  and  ex- 
penses were  achieved  for  the  class,  according  to  the  court's  analysis,  as  a  result  of 
the  selection  in  the  competitive  bidding  process.  ^'^ 

Judge  Walker  has  also  expressed  the  view  that  institutional  investors,  who  com- 
prise a  significant  part  of  most  plaintiff  classes,  should  be  encouraged  to  take  a  re- 
sponsible, participatory  position  in  such  cases.  Significantly,  groups  of  institutional 
investors  have  undertaken  the  investigation  of  such  issues.  The  Commission  encour- 
ages such  efforts. 

Another  proposal  that  focuses  on  the  process  by  which  fees  are  established  would 
affect  the  fee  award  to  plaintiffs  counsel  in  cases  in  which  a  defendant  makes  an 
early  settlement  offer  that  meets  certain  conditions.  ^^  jf  the  plaintiff  accepts  the 
offer,  attorney  compensation  would  be  limited  to  a  reasonable  hourly  rate  and 
capped  at  a  fixed  percentage  of  the  settlement  offer  based  upon  the  amount  of  the 
offer.  If  an  early  settlement  offer  is  rejected  by  the  plaintiff,  a  contingency  fee  would 
be  awarded  only  with  respect  to  recovery  in  excess  of  the  rejected  offer.  ^^ 

A  proposal  of  this  type  could  be  imposed  on  class  counsel  by  legislation  or  by  a 
court  under  existing  authority.  There  is  nothing  in  the  Federal  Rules  of  Civil  Proce- 
dure that  would  prevent  a  court  from  making  acceptance  of  this  type  of  fee  structure 
a  condition  for  designation  as  lead  counsel  for  a  class  of  investors.  A  court  could  also 
impose  this  structure  as  part  of  a  "bidding  process"  such  as  that  designed  by  Judge 
Walker. 

One  of  the  most  critical  aspects  of  an  efEcient  litigation  system  is  its  ability  to 
identift^  meritless  cases  early  in  the  process,  before  the  costs  associated  with  pro- 
tracted litigation  are  incurred.  One  device  frequently  used  to  screen  out  deficient  se- 
curities fraud  cases  is  Rule  9(b)  of  the  Federal  Rules  of  Civil  Procedure,  which  re- 
quires that  plaintiffs  allege  fraud  with  particularity.^"  As  a  general  matter,  the  Fed- 
eral courts  appear  to  be  granting  dispositive  motions  dismissing  securities  law  cases 
with  greater  frequency  than  in  the  past.^i  The  judicial  approacn  has  been  inconsist- 


competitive  bidding  for  lead  counsel  in  a  second  case,  In  re  Wells  Fargo  Securities  Litigation, 
No.  C-91-1944-VRW,  1994  WL  325379  (N.D.  Cal.  June  30,  1994). 

18  In  re  Oracle  Securities  Litigation,  1994  U.S.  Dist.  LEXIS  7115  (N.D.  Cal.  1994). 

"The  winning  firm's  bid  produced  a  fee  award  of  19.2  percent  (or  $4.8  million)  of  the  settle- 
ment pool  (versus  what  would  have  been  22.5,  24  or  26  percent  for  the  losing  bids)  and  an  ex- 
pense award  of  $825,000. 

18  See  Lester  Brickman,  Michael  Horowitz  &  Jeffrey  O'Connell,  Rethinking  Contingency  Fees 
(1994). 

1^  Federal  Rule  of  Civil  Procedure  68  already  provides  for  the  payment  of  court  costs  (but  not 
attorneys'  fees)  under  certain  circiimstances  by  a  party  who  has  rejected  an  offer  of  settlement 
and  subsequently  receives  a  less  favorable  judgment. 

20/  See  10  Louis  Loss  &  Joel  Seligman,  Securities  Regulation,  at  4526-27  (1993)  (citing  5 
Charles  Wright  &  Arthur  Miller,  Federal  Practice  &  Procedure,  section  1297,  at  613-14  (1990) 
("courts  have  shown  a  tendency  to  be  more  demanding  in  their  application  of  Rule  9(b)  [to]  secu- 
rities fraud  actions.") 

21  See  Jonathan  Eisenberg,  Beyond  the.  Basics:  50  Defense  Doctrines  that  Every  Securities 
Litigator  Needs  to  Know,  in  New  Dimensions  in  Securities  Litigation  at  611  (ALI-ABA  Course 
Materials  1994)  ("many  [securities]  defendants  are  having  significantly  greater  success  than  in 
the  past  in  having  cases  dismissed  at  the  motions  stage");  Julie  Triedman,  Class  Warfare,  Cor- 
porate Counsel,  July/Aug.  1994,  at  51,  55  ("The  trend  is  toward  more  dismissals  and  more  sum- 
Continued 
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ent,  however,  and  there  is  a  split  in  the  circuits  regarding  the  apphcation  of  Rule 
9(b)  in  securities  fraud  cases. 

Although  the  particularity  requirement  of  Rule  9(b)  does  not  apply  by  its  terms 
to  allegations  regarding  a  defendant's  state  of  mind.^z  some  courts  nevertheless  re- 
quire that  plaintiffs  plead  with  some  particularity  the  facts  suggesting  that  a  de- 
fendant had  the  requisite  scienter.  The  Second  Circuit  Court  of  Appeals,  for  exam- 
ple, requires  plaintiffs  pleading  securities  fraud  to  allege  facts  giving  rise  to  a 
"strong  inference"  of  fraudulent  intent  in  order  to  plead  scienter  adequately.23  In 
recent  years,  the  First,  Fifth,  and  Seventh  Circuits  have  all  started  to  require  a 
similar  "inference"  in  cases  involving  scienter,24  and  this  trend  has  resulted  in  the 
dismissal  of  numerous  cases.  Other  courts  of  appeal,  however,  continue  to  apply  the 
more  liberal  standard.  ^5 

It  would  be  beneficial  to  harmonize  the  differing  standards  applied  by  the  circuit 
courts  of  appeal  on  this  issue,  either  under  the  auspices  of  the  Judicial  Conference 
of  the  United  States  or  through  legislation.  In  this  regard,  both  the  House  bill  (H.R. 
417)  and  the  Senate  bill  (S.  1976)  contain  provisions  re|[arding  pleading  require- 
ments. The  Commission  believes  that  such  proposals  require  further  study  ana  con- 
sideration, including  a  careful  evaluation  of  the  experience  with  the  Second  Circuit's 
approach.  If  the  requirement  to  plead  with  particularity  is  too  stringent,  it  may  pre- 
clude meritorious  cases  because  investors  would  be  denied  access  through  discovery 
to  critical  corporate  information.  On  the  other  hand,  an  overly  lax  requirement 
makes  it  too  difficult  to  dismiss  baseless  claims  at  an  early  stage. 

One  alternative  to  pleading  requirements  is  the  use  of  sanctions  to  deter  baseless 
lawsuits.  The  principal  benefit  of  sanctions  is  that,  when  appropriately  used,  they 
serve  to  deter  frivolous  claims  without  having  a  significant  chilling  effect  on  meri- 
torious actions. 

Section  11(e)  of  the  Securities  Act  provides  that,  in  actions  brought  under  any  sec- 
tion of  that  Act,  a  party  may  be  required  to  pay  the  opposing  party's  costs  and  rea- 
sonable attorneys'  fees  "if  the  court  believes  the  suit  or  the  defense  to  have  been 
without  merit."  There  is  no  parallel  for  cases  under  sections  10(b)  or  14  of  the  Ex- 
change Act,  provisions  which  are  used  more  frequently  than  the  Securities  Act  in 
private  securities  litigation.  Indeed,  some  have  suggested  that  the  absence  of  such 
a  rule  under  the  Exchange  Act  has  encouraged  plaintiffs  to  proceed  under  the  Ex- 
change Act  rather  than  the  Securities  Act.^s 

The  Commission  recommends  that  Congress  amend  the  Exchange  Act  to  provide 
similar  authority  to  the  Federal  courts,  in  all  implied  private  actions  under  that  Act, 
to  require  a  party  or  an  attorney  who  files  a  meritless  case  or  defense  to  pay  the 
other  party's  reasonable  legal  fees  and  expenses.  Such  an  amendment  would  provide 
an  additional  tool  that  Federal  courts  could  use  to  deter  meritless  private  securities 
litigation  and  compensate  those  forced  to  defend  against  such  cases.  Congress 
should  also  amend  Securities  Act  section  11(e)  to  allow  a  court  to  impose  fees  not 
only  on  the  party  but  also  on  its  counsel. ^'^ 


mary  judgments.  We  don't  like  it,  but  it's  a  fact")  (quoting  Leonard  Simon  of  Milberg  Weiss 
Bershad  Hynes  &  Lerach). 

22  "Malice,  intent,  knowledge,  and  other  condition  of  mind  of  a  person  may  be  averred  gen- 
erally." Fed.R.Civ.  P.  9(b). 

23  Ross  V.  A.H.  Robins  Co.,  607  F.2d  545,  558  (1979),  cert,  denied,  446  U.S.  946  (1980). 

2'»See  Greenstone  v.  Cambex  Corp.,  975  F.2d  22,  25  (1st  Cir.  1992)  ("The  courts  have  uni- 
formly held  Inadequate  a  complaint's  general  averment  of  the  defendant's  'knowledge'  of  mate- 
rial falsity,  unless  the  complaint  also  sets  forth  specific  facts  that  make  it  reasonable  to  believe 
that  defendant  knew  that  a  statement  was  materially  false  or  misleading.");  Tuchman  v.  DSC 
Communications  Corp.,  14  F.  3d  1061,  1068  (5th  Cir.  1994)  ("To  plead  scienter  adequately,  a 
plaintiff  must  set  forth  specific  facts  that  support  an  inference  of  fraud.");  DiLeo  v.  Ernst  & 
Young,  901  F.2d  624,  629  (7th  Cir.)  ("Although  Rule  9(b)  does  not  require  'particularity'  with 
respect  to  the  defendants'  mental  state,  the  complaint  still  must  afford  a  basis  for  believing  that 
plaintiffs  could  prove  scienter."),  cert,  denied,  498  U.S.  941  (1990). 

26  See  Phelps  v.  Wichita  Eagle-Beacon,  886  F.2d  1262,  1270  n.5  (10th  Cir.  1989)  (strict  ap- 
proach cannot  be  reconciled  with  plain  language  of  rule);  Auslender  v.  Energy  Management 
Corp.,  832  F.2d  354,  356  (6th  Cir.  1987)  ("[T]he  allegation  of  'recklessness'  on  the  part  of  [the 
defendant]  is  adequate  to  satisfy  the  scienter  requirement  of  Rule  lOb-5.").  Cf  In  re  Glenfed, 
Inc.  Securities  Litigation,  11  F.3d  843  (9th  Cir.  1993),  reh'g  en  banc  ordered  (1994)  (asking 
whether  the  panel  mtgority's  'strong  inference  of  ft-audulent  intent'  requirement  is  consistent 
with  Federal  Rule  of  Civil  Procedure  9(b)). 

2^ 'The  desire  to  escape  the  double  danger  of  paying  counsel  fees  and  posting  security  was 
yet  another  reason  for  buyers  with  complaints  to  rush  to  Rule  lOb-5  in  the  face  of  the  express 
remedies  under  sections  11  and  12(2)"  of  the  Securities  Act.  10  Louis  Loss  &  Joel  Seligman, 
Securities  Regulation  4648  (1993)  (footnote  omitted). 

2'' See  Healy  v.  Chelsea  Resources,  Ltd.,  947  F.2d  611,  624-25  (2d  Cir.  1991)  (dechning  to  im- 
pose fees  on  an  attorney). 
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There  have  been  proposals  to  add  more  aggressive  fee-shifting  provisions  to  the 
Federal  securities  laws.  A  provision  in  H.R.  417,  for  example,  would  require  Federal 
courts  to  order  the  losing  party  to  pay  the  prevailing  party's  reasonaole  fees  and 
other  expenses  in  cases  under  the  Exchange  Act  "unless  the  court  determines  tiiat 
the  position  of  the  losing  party  was  substantially  justified." 

In  the  Commission's  view,  proposals  of  this  type  would  inappropriately  discourage 
defrauded  investors  with  meritorious  claims  from  seeking  compensation. ^s  Because 
individual  plaintiffs  in  class  action  litigation  often  stand  to  recover  only  a  small 
amount,  the  risk  of  having  to  assume  liability  for  a  defendant's  legal  fees  and  other 
expenses  would  be  totally  disproportionate  to  their  potential  recovery.  Meritless 
cases  can  more  effectively  be  deterred  by  sanctions  directed  at  counsel  who  file  such 
cases. 

For  several  vears,  the  Commission  has  supported  legislation  to  eliminate  the  over- 
lap between  the  private  remedies  under  the  Racketeer  Influenced  and  Corrupt  Or- 
ganizations Act  (  RICO")  and  under  the  Federal  securities  laws.^s  Because  the  secu- 
rities laws  generally  provide  adequate  remedies  for  those  injured  by  securities 
fraud,  it  is  both  unnecessary  and  unfair  to  expose  defendants  in  securities  cases  to 
the  threat  of  treble  damages  and  other  extraordinary  remedies  provided  by  RICO. 

Although  a  recent  Supreme  Court  decision  substantially  narrowed  the  liability  of 
professional  advisers  under  RIC0,3°  issuers  and  other  market  participants  continue 
to  be  exposed  to  RICO  claims  in  securities  cases. ^^  These  claims  tend  to  coerce  set- 
tlements and  force  defendants  to  litigate  issues  that  would  not  otherwise  arise  in 
securities  cases.  Congressional  action  continues  to  be  needed. 

Securities  fraud  cases  often  involve  multiple  defendants  with  differing  degrees  of 
involvement  in,  and  responsibihty  for,  the  fraudulent  conduct.  If  multiple  defend- 
ants are  found  liable  to  the  plaintiff  in  a  securities  case,  however,  their  liability  is 
joint  and  several.  This  means  that  the  successful  plaintiff  may  collect  the  entire 
amount  of  the  judgment  from  only  one  of  the  defendants. 

To  mitigate  the  potential  unfairness  of  this  approach  to  defendants,  courts  have 
implied  a  right  to  contribution  in  actions  under  Exchange  Act  section  10(b).  Under 
this  eqvu table  doctrine,  a  defendant  against  whom  judgment  has  been  rendered  may 
seek  reimbursement  from  other  persons  who  are  jointly  liable  with  him  for  pay- 
ments made  in  excess  of  his  share  of  the  liability.  The  premise  of  contribution  is 
that  one  wrongdoer  should  not  be  forced  to  bear  the  entire  loss  when  others  are 
equally  or  more  to  blame. 

Last  year,  the  Supreme  Court  confirmed  that  there  is  a  right  to  contribution 
among  defendants  in  actions  under  section  10(b).32  The  Court  declined,  however,  to 
resolve  a  conflict  among  the  courts  regarding  how  contribution  should  operate,  par- 
ticularly when  some  defendants  settle  a  securities  fraud  case  and  others  continue 
to  litigate.  Without  a  legislative  resolution  of  this  issue,  it  will  likely  continue  to 
generate  litigation  in  the  lower  courts. 

The  Commission  recommends  that  Congress  enact  legislation  to  specify  that,  as 
among  the  contributing  defendants,  liability  should  be  apportioned  on  the  basis  of 
relative  fault.  For  example,  if  one  defendant  bears  80  percent  of  the  fault  and  an- 
other bears  20  percent  of  the  fault  for  $10  million  in  damages  to  a  plaintiff,  and 
the  first  defendant  discharges  the  entire  liability,  that  defendant  should  be  entitled 
to  seek  $2  million  from  the  second  defendant.  Iriis  departs  from  the  practice  which 
prevailed  at  the  time  the  securities  laws  were  first  enacted  when  liability  for  con- 
tribution (where  it  existed)  was  apportioned  among  defendants  in  equal  shares  or 
Ero  rata.  Under  the  pro  rata  approach,  the  first  defendant  in  the  example  would 
e  entitled  to  contribution  of  $5  million  from  the  second  defendant  (V'2  the  total 
amount),  even  though  the  second  defendant  was  only  20  percent  at  fault.^^ 

Deciding  how  contribution  should  operate  when  there  is  a  partial  settlement  of 
a  securities  fraud  case  presents  more  difficult  policy  issues.  Under  one  approach,  the 


28  Given  that  shareholder  litigation  often  pits  former  shareholders  against  current  sharehold- 
ers. Commissioner  Beese  believes  that  modified  versions  of  the  so-called  "English  rule"  deserve 
further  consideration  before  dismissing  them  as  inappropriate. 

28  See  Testimony  of  Mary  L.  Schapiro,  Commissioner,  Securities  and  Exchange  Commission, 
"Concerning  H.R.  1717,  the  RICO  Amendments  Act  of  1991,"  before  the  Subcommittee  on  Intel- 
lectual Property  &  Judiciary  Administration,  House  Judiciary  Committee  (Apr.  25,  1991). 

^''The  Court  held  that  one  must  participate  in  the  operation  or  management  of  an  enterprise 
in  order  to  be  liable  under  section  1962(c)  of  RICO.  Reves  v.  Ernst  &  Young,  113  S.  Ct.  1163 
(1993) 

31  E.g.,  Bel  Geddes  v.  Zeiderman.  1994  WL  268244  (S.D.N.Y.  June  10,  1994);  Powers  v.  British 
Vita  pic,  842  F.  Supp.  1573  (S.D.N.Y.  1994);  Aizuss  v.  Commonwealth  Equity  Trust,  847  F. 
Supp.  1482  (E.D.  Cal.  1993);  Greenwald  v.  Manko,  840  F.  Supp.  198  (E.D.N.Y.  1993). 

32  See  Musick.  Peeler  &  Garrett  v.  Employers  Ins.  of  Wausau,  113  S.  Ct.  2085  (1993). 

33  See  Herzfeld  v.  Laventhol,  Krekstein,  Horwath  &  Horwath,  540  F.2d  27,  39  (2d  Cir.  1976). 
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liability  of  the  remaining  defendants  would  be  determined  based  upon  their  propor- 
tionate responsibility  for  the  plaintiffs  damages,  which  means  that  the  judgment 
would  be  reduced  in  proportion  to  the  settling  defendants'  fault.  Applied  in  the  ear- 
lier example,  if  the  first  defendant  who  was  80  percent  at  fault  settled,  the  potential 
judgment  against  the  non-settling  defendant  would  be  reduced  80  percent  from  $10 
million  to  $2  million,  regardless  of  the  amount  actually  paid  by  the  first  party  in 
the  settlement.^'* 

The  other  approach  would  reduce  the  judgment  on  a  pro  tanto  basis,  that  is,  dol- 
lar for  dollar  based  on  the  settlement  amount.  Under  such  a  rule,  if  the  amount  of 
the  settlement  in  the  example  was  $4  million,  the  potential  judgment  of  $10  million 
would  be  reduced  by  that  amount,  leaving  the  non-settling  defendant  potentially  lia- 
ble for  $6  million,  even  though  only  20  percent  at  fault.^^ 

Valid  policy  arguments  can  be  made  in  favor  of  either  rule.  The  proportionate  re- 
duction approach  is  arguably  more  fair  to  non-settling  defendants,  on  the  ground 
that  they  should  not  be  saddled  with  more  than  a  proportionate  share  of  liability 
simply  because  the  plaintiff  settled  part  of  the  case  too  cheaply.  Defendants  who  be- 
lieve they  have  meritorious  defenses  could  litigate  a  case  without  having  to  worry 
that  their  exposure  will  be  increased  as  a  result  of  settlements  made  by  other  de- 
fendants. 

On  the  other  hand,  the  pro  tanto  approach  provides  greater  protection  for  plain- 
tiffs and  recognizes  that  claims  may  be  settled  for  less  than  they  are  worth  simply 
because  the  relevant  defendant  cannot  afford  to  pay  more.  The  pro  tanto  method 
may  also  be  easier  to  administer  and  is  more  likely  to  encourage  settlements. 

Although  the  Commission  has  not  reached  a  conclusion  as  to  which  approach  is 
appropriate  in  securities  cases,  the  Supreme  Court  recently  considered  the  choice 
between  the  proportionate  reduction  rule  and  the  pro  tanto  rule  in  the  context  of 
an  admiralty  case.  While  noting  that  the  arguments  between  them  were  closely 
matched,  the  Court  chose  to  apply  the  proportionate  rule,  largely  because  it  was 
deemed  to  be  more  consistent  with  the  general  policies  of  contribution. ^^ 

If  Congress  enacts  a  system  of  proportionate  contribution,  no  defendant  liable  in 
a  securities  fraud  case  will  be  required  to  pay  more  than  its  fair  share  of  damages, 
provided  all  responsible  parties  are  solvent.  Since  securities  fraud  cases  often  in- 
volve insolvent  issuers  or  individuals,  however,  some  defendants  in  such  cases  may 
not  be  able  to  pay  their  fair  share  of  the  damages  they  have  jointly  caused.  Advo- 
cates of  proportionate  liability  argue  that  joint  and  several  liability  produces  an  in- 
equitable result  in  such  circumstances  because  it  forces  parties  who  are  only  par- 
tially responsible  for  the  harm  to  bear  more  than  their  proportionate  share  of  the 
damages.  The  accounting  profession,  in  particular,  argues  that  the  current  system 
provides  plaintiffs  with  an  incentive  to  join  as  many  "deep  pockets"  as  possible,  and 
compels  defendants  to  settle  weak  claims  in  order  to  avoid  disproportionate  liability. 

The  response  to  this  argument  is  that,  although  the  traditional  doctrine  of  joint 
and  several  liability  may  cause  accountants  and  others  to  bear  more  than  their  pro- 
portional share  of  liability  in  particular  cases,  this  is  because  the  current  system 
is  based  on  equitable  principles  that  operate  to  protect  innocent  investors,  in  es- 
sence, as  between  defrauded  investors  and  the  professional  advisers  who  assist  a 
fraud  by  knowingly  or  recklessly  failing  to  meet  professional  standards,  the  risk  of 
loss  should  fall  on  the  latter.  Defrauded  investors  should  not  be  denied  an  oppor- 
tunity to  recover  all  of  their  losses  simply  because  some  defendants  are  more  cul- 
pable than  others. 

As  noted  at  the  outset,  the  Commission's  primary  responsibility  is  the  protection 
of  investors.  Simplv  put,  the  Commission  believes  that  defendants  who  engage  in 
fraud  should  be  held  accountable  for  investor  losses  resulting  therefrom.  The  Com- 
mission is  concerned  about  proportionate  liability  tests  that  leave  investors  without 
an  effective  remedy  in  situations  where  it  can  be  proven  that  one  or  more  defend- 
ants, through  knowing  or  reckless  misconduct,  caused  investor  losses.  The  Commis- 
sion is,  however,  willing  to  work  with  the  subcommittee  on  fashioning  other  ap- 
proaches to  address  the  concerns  that,  have  given  rise  to  such  proposals. 

Just  a  few  years  ago.  Congress  enacted  legislation  that  substantially  increased  the 
strength  and  flexibility  of  the  Commission's  enforcement  remedies.  In  light  of  the 
Supreme  Court's  recent  decision  in  the  Central  Bank  of  Denver  case,  legislation  is 
needed  to  preserve  the  benefits  provided  by  the  Remedies  Act.  Such  legislation 


3* The  Ninth  Circuit  has  adopted  such  a  proportionate  contribution  rule.  See  Franklin  v. 
Kaypro  Corp.)  884  F.2d  1222  (9th  Cir.  1989),  cert,  denied,  III  S.Ct.  232  (1990). 

3SThe  Second  Circuit  has  adopted  a  pro  tanto  contribution  rule.  See  Singer  v.  Olympia  Brew- 
ing Co.,  878  F.2d  596  (1989),  cert,  denied,  493  U.S.  1024  (1990). 

38  See  McDermott  v.  AmClyde,  114  S.  Ct.  1461  (1994). 
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should  also  restore  the  ability  of  private  investors  to  pursue  aiding  and  abetting 
claims. 

The  Commission  also  believes  that  meaningful  improvements  in  the  existing  liti- 
gation system  can  be  accomplished  through  a  combination  of  legislation,  increased 
judicial  activism  in  the  case  management  process,  and  the  Commission's  use  of  its 
rulemaking  and  interpretive  authority.  The  Commission  will  be  pleased  to  work 
with  the  subcommittee  on  these  important  issues. 

Mr.  Markey.  Thank  you,  Mr.  Chairman,  very  much. 

The  Chair  will  recognize  himself  for  a  round  of  questions. 

Let's  begin  by  trying  to  define  what  we  are  talking  about,  Mr. 
Chairman,  if  we  could.  How  many  lOb-5  suits  are  filed  per  year 
and  can  you  give  us  some  sense  over  the  last  20  or  25  years  of 
what  that  profile  looks  like? 

And  if  you  could,  please  differentiate  between  the  number  of 
suits  filed  and  the  number  of  firms  sued.  I  am  trying  to  identify 
situations  where  there  might  be  multiple  suits  on  a  single  firm  that 
could  give  a  misleading  impression  of  the  number  of  companies 
that  are,  in  fact,  affected  by  this,  and  help  to  differentiate  the  prob- 
lem, in  other  words,  between  this  churning  of  class  action  suits  on 
a  single  firm  as  opposed  to  the  question  of  how  many  firms  are  ac- 
tually put  into  play. 

Do  you  have  numbers  that  deal  with  that  question? 

Mr.  Levitt.  I  don't  have  specific  numbers.  I  can  say  that  if  you 
looked  at  the  suits  that  were  filed,  if  you  charted  it,  you  would 
probably  note  that  during  the  1990's,  there  was  a  greater  number 
of  suits  filed  than  during  the  1980's,  but  that  the  number  of  suits 
filed  in  recent  years,  during  the  1990's,  has  been  pretty  much  on 
a  par  with  the  number  filed  in  the  1970's. 

Clearly,  the  multiplicity  of  suits  that  were  later  consolidated  into 
single  actions  gives  a  somewhat  expanded  view  of  the  number  of 
suits  that  have  been  filed.  I  guess  I  would  summarize  by  saying 
that  there  probably  have  been  more  suits  filed,  but  I  think  the  use 
of  the  word 

Mr.  Markey.  No,  I  am  saying,  how  about  the  question  of  firms 
affected?  Is  the  number  of  firms  that  have  been  sued  actually  in- 
creasing or  has  that  remained  a  constant  over  the  years? 

Mr.  Levitt.  It  has  remained  relatively  constant.  I  think  that  if 
you  match  suits  versus  IPO's  and  draw  various  ratios  and  percent- 
ages, it  would  be  pretty  much  on  a  par,  but  I  think  the  use  of  the 
word  explosive  is  probably  something  of  an  overstatement  in  terms 
of  what  has  happened. 

Mr.  Markey.  Again,  the  field  of  play  is  important  in  order  to  en- 
sure that  we  are  talking  about  the  same  thing  as  we  are  analyzing 
this  problem.  So  that,  in  other  words,  over  the  years  there  has  been 
a  constant  number  of  firms  put  into  play.  But  we  see  these  law 
firms  who  are  now  contesting  who  can  get  to  court  first,  and  as  a 
result,  the  number  of  suits  increase.  Ultimately,  there  is  a  constant 
number  of  firms  that  are  put  into  play  and,  at  the  end  of  the  day, 
there  is  a  consolidation  of  all  those  suits  into  a  single  action.  If  so, 
then,  we  are  talking  about  a  problem  that  relates  to  how  we  solve 
this  race  to  the  courthouse  problem  rather  than  an  actual  increase 
in  the  number  of  firms  put  into  play.  I  am  just  trying  to  divide  the 
question  so  that  we  know  where  the  problem  lies,  and  you  could, 
perhaps,  give  us  some  information  on  that. 
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Mr.  Levitt.  Although  the  number  of  cases  filed  has  increased 
since  the  late  1980's,  the  numbers  that  I  have  just  been  supplied 
indicate  that  the  number  of  companies  sued  each  year,  as  I  men- 
tioned, remains  relatively  small. 

For  example,  in  1992,  about  256  securities  class  action  cases 
were  filed,  but  because  of  the  many  duplicate  cases,  only  about  122 
different  companies  were  sued.  Most  duplicate  cases  are  consoli- 
dated into  one  action.  The  number  of  companies  sued  each  year  in 
securities  class  actions,  between  100  and  150  in  recent  years,  is  rel- 
atively small  compared  with  the  almost  12,000  companies  with  se- 
curities registered  with  the  Commission. 

Mr.  Markey.  So  it  is  approximately  120,  125  firms  that  were  af- 
fected last  year  by  these  suits? 

Mr.  Levitt.  Well,  in  1989,  for  instance,  108  were  sued;  in  1990, 
151;  1991,  122;  1992,  113;  and  1993,  146. 

Mr.  Markey.  So  it  is  within  a  range.  Given  the  number  of  public 
firms  in  the  country,  14,000 — I  mean  the  ones  that  you  have  over- 
sight responsibility  for — that  is  a  very,  very,  very,  very  small  num- 
ber of  firms  in  the  country,  out  of  the  total  of  12,000  or  14,000,  that 
are  being  sued,  well  under  1  percent. 

We  can  figure  out  the  exact  fraction,  but  it  is  very,  very  small. 
Do  you  have  numbers  that  go  back  into  the  1980's  and  the  1970's 
in  terms  of  the  number  of  firms  that  were  being  sued  during  that 
timeframe,  Mr.  Chairman? 

Mr.  Levitt.  We  don't  have  the  companies  right  now. 

Mr.  Markey.  I  think  that  for  the  subcommittee's  purpose,  that 
will  be  very  helpful,  because  I  think  that  the  gentleman  from  Lou- 
isiana has  identified  a  very  serious  question,  which  is  this  phe- 
nomenon of  law  firms  just  making  a  business  out  of  who  can  get 
to  the  courthouse  first,  but  it  seems  as  though  there  is  like  a  gang 
tackling  that  goes  on  with  multiple  suits  being  brought  by  these 
many  law  firms  all  trying  to  be  the  first  one  to  the  courthouse  so 
they  can  get  a  piece  of  the  action,  but  it  is  still  only  one  single  un- 
derlying fact  pattern  that  they  are  all  after.  If  the  fact  patterns  are 
staying  the  same  in  terms  of  the  finite  number,  and  they  seem  to 
be,  it  seems  that  we  are  going  to  have  to  deal  with  the  collateral 
issues  that  are  developing  that  relate  to  the  business  of  bringing 
these  suits. 

Mr.  Tauzin.  Would  the  chairman  yield? 

Mr.  Markey.  Sure,  be  glad  to  yield. 

Mr.  Tauzin.  Just  to  supply  the  chairman  with  some  information, 
we  had  a  study  done  in  1993  by  Vincent  O'Brien  and  Richard 
Hodges,  a  study  of  class  action  security  fraud  cases  that  indicates 
that  between  1988  and  1993,  1  out  of  every  8  companies  trading 
on  the  New  York  Stock  Exchange  have  been  sued,  the  American 
Stock  Exchange  is  1  out  of  every  18  companies,  and  on  NASDAQ, 
which  lists  over  4,000  stocks,  this  is  1  in  20  was  sued  during  that 
same  period. 

Mr.  Markey.  Well,  again,  we  are  going  to  have  to  contrast  their 
numbers  with  the  Security  and  Exchange  Commission  numbers 
which  indicate  that  only  115,  or  120  a  year  out  of  14,000,  and  that 
doesn't  appear  to  add  up  to  anywhere  near  the  number  just  pro- 
posed. 
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Mr.  Levitt.  I  think  it  is  important  to  consider  that  we  are  talk- 
ing about  class  actions,  and  we  have  taken  these  numbers  from  the 
administrative  office  of  the  U.S.  Courts — from  sources  that  I  think 
are  reasonably  reliable.  There  will  be  studies  and  studies  and  stud- 
ies about  this,  but  I  believe  these  numbers  are  reliable. 

Mr.  Markey.  ok,  thank  you.  My  time  has  expired. 

The  Chair  recognizes  the  gentleman  from  Texas. 

Mr.  Fields.  Mr.  Chairman,  this  is  an  interesting  line  of  ques- 
tions and  when  you  respond  back  to  the  committee.  Chairman 
Levitt,  it  would  be  interesting  also  to  know  the  amount  of  damages 
claimed  during  that  period  in  those  various  lawsuits,  and  you  men- 
tioned 268  cases,  if  I  heard  you  correctly  just  a  moment  ago. 

One  study  that  I  am  loolang  at,  if  it  is  the  same  268  cases,  says 
that  there  were  $10.7  billion  in  total  damages  claimed  in  those  268 
lawsuits,  at  this  moment,  again,  if  these  facts  are  correct,  that 
there  are  642  cases  pending,  which  doesn't  in  and  of  itself  sound 
like  a  lot  of  litigation  until  you  look  at  the  fact  that  those  642  cases 
represent  $25.7  billion  in  total  damages  claimed. 

Now,  even  if  that  is  settled  for  a  fraction,  that  is  a  tremendous 
amount  of  capital  that  is  taken  out  of  productive  enterprises.  So  I 
hope  that  when  you  respond  back  to  the  committee,  that  you  will 
also  give  us  the  total  damages  claimed,  the  amount  of  settlements, 
and  the  litigation  cost  of  the  various  defendants.  I  think  that  would 
help  put  this  in  perspective  instead  of  trying  to  count  the  number 
of  lawsuits  themselves. 

On  a  much  broader 

Mr.  Tauzin.  Will  the  gentleman  yield? 

Mr.  Fields.  Be  glad  to  yield. 

Mr.  Tauzin.  Just  only  to  add  that  another  factor  here  is  that  our 
indications  are  that  40  percent  of  these  lawsuits  are  brought 
against  these  high-tech  companies.  They  are  aimed— disproportion- 
ately at  the  kind  of  companies  we  described  in  our  presentation 
and  if — when  the  statistics  are  examined  and  you  examine  that, 
you  begin  to  see  the  effect  on  these  small,  high-growth  companies, 
particularly  in  the  high-tech  area,  and  my  friend  from  Texas  has 
seen  this  information  with  me.  That  disturbs  us  a  great  deal. 

Thank  the  gentleman  for  yielding. 

Mr.  Levitt.  Well,  I  am  aware  of  that.  I  have  had  personal  experi- 
ence with  high-tech  companies  that  have  endured  the  kind  of  litiga- 
tion you  speak  of,  and  it  certainly  has  been  burdensome. 

Mr.  Fields.  Mr.  Chairman,  that  was  going  to  be  my  last  ques- 
tion, but  let  me  jump  to  it  now  since  you  have  raised  it,  because 
I  represent  a  group  of  high-technology  companies  in  the  bio- 
technology area  in  the  Woodlands,  right  outside  of  Houston,  Texas, 
and  I  am  concerned,  as  I  look  at  what  appears  to  be  a  preponder- 
ance of  lawsuits  filed  against  companies  that  are  new  and  they 
have  volatile  stocks,  sometimes  I  think  it  is  very  difficult  to  project, 
and  I  guess  I  would  just  ask  you  to  expand  a  little  bit  on  what  ob- 
viously is  a  concern  of  yours  that,  you  know,  these  high-technology 
companies  are  targets  of  these  particular  types  of  lawsuits. 

Mr.  Levitt.  Well,  I  have  stated  a  number  of  times  my  concern 
about  the  impact  of  frivolous  litigation.  Its  impact  is  broad  and  per- 
nicious. The  Commission  has  stated  and  stands  behind  a  number 
of  remedies  directed  at  that.  To  the  extent  that  this  litigation  is 
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pernicious,  a  large  company  is  better  able  to  endure  it  than  a  start- 
up company  or  an  entrepreneurial  company,  which  feel  the  impacts 
of  such  litigation  disproportionately. 

And  I  guess  I  have  to  reveal  to  you  my  concern  for  the  well-being 
of  those  companies  because  they  represent  not  only  the  greatest 
part  of  job  creation  in  America,  but  they  also  represent  a  substan- 
tial number  of  investors  and  the  impact  would  be  most  severe  on 
them. 

Mr.  Fields.  Let  me  just  try  to  then  take  this  into  my  broader 
question  I  was  going  to  begin  with,  because  in  your  testimony  you 
talk  about  the  need  to  do  something  with  meritless  lawsuits,  you 
talked  about  investor  protection. 

If  I  understood  what  the  thrust  of  your  comments  were,  that  be- 
cause of  some  of  the  recent  lawsuits.  Congress  needs  to  act.  Do  you 
have  or  what  latitude  do  you  have  to  act  administratively  in  this 
particular  area,  or  do  you  need  Congress  to  take  up  a  piece  of  legis- 
lation, not  only  to  deal  with  some  of  the  lawsuits,  but  perhaps  to 
look  at  this  in  a  overall  perspective? 

Mr.  Levitt.  I  think  there  are  any  number  of  things  that  the  Con- 
gress can  do.  I  think  there  are  things  that  the  courts  can  and  must 
do.  The  courts  could  dismiss  meritless  cases  at  the  outset  if  fraud 
is  not  addressed  with  particularity. 

The  courts  can  dismiss  cases  when  it  is  clear  that  there  is  no 
legal  basis  of  liability.  The  courts  can  impose  sanctions  on  parties 
who  pursue  meritless  cases.  The  courts  can  be  creative  when  han- 
dling the  rush  to  the  courthouse  steps — take  for  example  the  judge 
on  the  West  Coast  who  auctioned  off  the  right  to  become  lead  coun- 
sel based  in  part  on  the  lowest  fee  charged  by  counsel.  The  Com- 
mission can  certainly  make  recommendations  to  the  courts,  as  it 
has  done  and  will  continue  to  do. 

I  think  that  all  of  us  have  got  to  work  toward  improving  the  cli- 
mate. If  I  could  wave  a  wand  and  suggest  the  best  way  to  get  at 
the  problem,  I  would  say  that  the  responsible  parties  on  both  sides 
should  start  talking  to  one  another.  I  think  the  proponents  on  both 
sides  have  indicated  to  me  an  awareness  that  there  is  a  problem, 
and  I  think  we  should 

Mr.  Fields.  Does  that  mean,  Chairman  Levitt,  that  Congress 
needs  to  take  a  broad  look  and  act  legislatively  in  this  area,  in  your 
opinion? 

Mr.  Levitt.  I  think  there  is  some  legislation,  as  I  have  said  in 
my  testimony,  that  Congress  should  consider. 

Mr.  Fields.  Have  you  had  the  opportunity  to  review  the  Tauzin 
proposal? 

Mr.  Levitt.  Yes,  I  have. 

Mr.  Fields.  In  your  view,  would  Tauzin  discourage  the  filing  of 
lawsuits  where  there  is  actual  fraud? 

Mr.  Levitt.  While  the  Commission  hasn't  taken  an  official  posi- 
tion on  the  bill,  it  certainly  supports  a  number  of  proposed  meas- 
ures which  would  enhance  investor  protection  while  deterring  frivo- 
lous and  abusive  litigation.  The  bill  has  a  number  of  provisions 
which  I  think  would  help  deter  such  litigation.  Several  of  these 
measures  are  discussed  in  my  testimony,  particularly  the  class  ac- 
tion reform  proposals  included  in  the  bill.  These  include:  prohibit- 
ing in  securities  class  actions  the  payment  of  additional  compensa- 
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tion  to  the  named  plaintiff,  restricting  the  payment  of  attorney  re- 
ferral fees,  restricting  an  attorney  from  serving  who  has  a  bene- 
ficial interest  in  the  securities  that  are  the  subject  of  the  litigation, 
as  well  as  prohibiting  pa3rment  of  attorneys'  fees  from  funds  dis- 
gorged in  a  Commission  action.  There  are  some  proposals  which  we 
have  got  to  think  some  more  about,  but  which  seem  to  be  pointed 
in  the  right  direction,  and  there  are  other  proposals  that  we  have 
reservations  about.  Proportionate  liability  is  something  that,  as 
Chairman  of  the  Commission,  I  really  am  uncomfortable  with.  I 
think  it  denies  investors  certain  protections  which  are  fundamen- 
tal. But  I  have  said  that  I  want  to  work  with  this  bill  and  the  Con- 
gressman, as  well  as  with  Senators  Dodd  and  Domenici,  to  see 
whether  we  can 

Mr.  Fields.  The  time  is  running  short.  I  appreciate  his  flexibil- 
ity, giving  me  this  much  time.  I  want  to  just  follow  up  on  that  one 
small  point  about  your  concern  about  proportional  liability  and 
shareholder  protection,  and  if  you  have,  in  fact  a  situation,  let's  say 
an  accounting  firm  that  is  not  in  a  fraudulent  activity  but  just  is 
engaged  in  the  situation,  how  would  a  shareholder's  rights — how 
would  a  shareholder  not  be  protected  under  a  proportional  liability 
scheme  rather  than  having  the  joint  and  several 

Mr.  Levitt.  Well,  we  are  getting  into  a  definitional  discussion 
here.  If  an  accounting  firm  is  reckless  in  the  way  it  represents  a 
client  and  if  the  party  at  fault  is  bankrupt,  you  get  down  to  the 
issue  of  whether  the  liability  of  the  other  parties  that  are  solvent 
should  be  endured  by  the  investor  who  has  been  injured  by  the 
reckless  behavior. 

Mr.  Fields.  But  let's  say  the  accounting  firm  is  not  reckless,  they 
have  no  guilt  at  all  other  than  their  association  through  engage- 
ment. 

Mr.  Levitt.  The  question  then  is  whether  that  accounting  firm 
should  bear  more  than  its  proportionate  liability  in  that  case. 

Mr.  Fields.  Absolutely. 

Mr.  Levitt.  I  think  if  the  accounting  firm  was  not  reckless,  the 
accounting  firm  would  not  be  held  liable.  Only  if  the  accounting 
firm  were  reckless  would  it  be  held  liable. 

And  again,  I  have  to  say  to  you  that  with  reckless  behavior,  in 
balancing  the  interests  of  investors  and  accountants,  as  much  as  I 
value  the  importance  of  the  accounting  profession  in  this  Nation, 
my  mandate  is  to  protect  individual  investors.  I  have  got  to  stand 
by  that  mandate. 

Mr.  Fields.  But  under  a  joint  and  several  scheme,  they  could 
still — they  still  could  have  provided  good  counsel,  not  been  reckless, 
not  had  any  intent  to  defraud  and  still  end  up  picking  up  the  cost 
of  that  particular  lawsuit. 

Mr.  Levitt.  It  is  hard  to  see  how  they  would  pick  up  the  cost  of 
that  lawsuit  if  they  were  not  guilty  of  reckless  behavior. 

Mr.  Fields.  Thank  you,  Mr.  Chairman. 

Mr.  Markey.  The  gentleman's  time  has  expired. 

The  Chair  recognizes  the  gentleman  from  Louisiana,  Mr.  Tauzin. 

Mr.  Tauzin.  Thank  you,  Mr.  Chairman.  And,  Mr.  Chairman,  let 
me  first  of  all  thank  you  for  your  extraordinarily  candid  testimony 
today.  The  thing  that  will  ring  with  me  as  I  leave  this  hearing  is 
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your  statement  that  there  sure  is  room  for  improvement  in  the  cur- 
rent system,  and  I  think  we  agree  upon  that. 

Mr.  Levitt.  Thank  you. 

Mr.  Tauzin.  The  question  is  where  and  how  do  we  make  those 
improvements,  and  if  I  can  also  commiserate  with  you  a  bit,  if  you 
think  your  volume  of  letters  urging  your  resignation  and  canon- 
ization are  indications  of  the  emotions  around  this  issue,  you  ought 
to  be  recommending  reform  of  the  Endangered  Species  Act.  Last 
night,  the  Eagles  had  a  concert  in  New  Orleans  and  they  brought 
a  big  eagle  in  and  announced  to  the  crowds  at  home  that  I  wanted 
to  kill  that  eagle  and  Tauzin  should  be  shot  himself  to  save  the 
eagle.  We  have  got  a  lot  of  emotional  issues  around  the  Congress. 

The — would  you  agree  with  me  that  it  doesn't  take  a  lot  of  cya- 
nide to  poison  the  well? 

Mr.  Levitt.  Yes. 

Mr.  Tauzin.  We  can  get  into  a  great  discussion  of  how  many 
cases  are  filed  and  how  many  of  these  end  up  being  settled  and 
how  many  people  end  up  having  to  pay  when  they  have  not  been 
reckless,  but  they  have  simply  been  named  in  a  lawsuit.  For  exam- 
ple, since  the  Supreme  Court  ruled  on  aiding  and  abetting,  I  don't 
know  if  you  are  aware  of  it,  but  a  number  of  pleadings  have  been 
amended  to  get  the  same  defendants  in  the  lawsuit  alleging  now 
that  they  are  primarily  responsible,  as  opposed  to  aiders  and  abet- 
ters, just  to  keep  them  in  the  settlement  picture. 

Mr.  Levitt.  But  there  has  to  be  an  allegation  of  fraud  before  an 
accountant  can  be  brought  up  for 

Mr.  Tauzin.  It  takes  one  sentence  in  a  lawsuit  to  allege  fraud 
and  then  they  have  got  to  spend  all  the  hours  on  lawyers  and  dis- 
closures and  everything  else.  The  poison,  the  cyanide  in  this  case, 
Mr.  Chairman,  is  not  just  the  cost  in  the  system.  I  want  to  give 
you  an  example  of  the  kind  of  poison  it  creates  for  other  companies 
and  for  other  people  within  the  system. 

I  will  give  you  a  case  of  a  company  called  CMX  Systems  out  of 
Connecticut.  Bob  Gilbertson  is  the  CEO.  This  is  his  quote.  When 
he  went  to  investment  banking  firms  to  discuss  with  them  going 
public  with  his  new  company,  it  is  a  computer  disk  drive  company, 
very  high  tech,  it  measures  devices  for  semiconductors,  very  intri- 
cate, one-tenth  of  1  millionth  of  an  inch,  incredibly  small  measure- 
ments, his  investment  banking  firms  advised  him  not  to  go  public, 
not  to  raise  his  money  through  a  stock  offering,  and  the  reason 
they  said  that  to  him,  we  have  looked  at  your  business,  you  are 
going  to  have  highs  and  lows,  good  quarters  and  bad  quarters,  you 
are  going  to  have  tremendous  growth  quarters  and  quarters  where 
you  don't  reach  those  goals,  and  because  you  are  going  to  have  vol- 
atility in  your  business,  you  are  going  to  have  volatility  in  your 
stock.  If  you  are  going  to  go  public,  you  have  to  set  aside  $2  million 
in  capital  to  cover  the  expected  lOb-5  lawsuits  that  are  going  to 
flow  every  time  your  stock  goes  down.  This  is  his  quote. 

The  investment  bankers  effectively  told  us  to  write  $2  million  off 
to  pay  the  lawyers  to  go  away.  Now,  Mr.  Gilbertson,  on  the  advice 
of  the  investment  bankers,  looking  at  the — these  lOb-5  lawsuits, 
not  because  he  intended  to  do  doing  anything  wrong,  but  because 
of  the  nature  of  the  volatility  in  his  stock  in  his  business,  decided 
to  go  to  venture  capital.  I  don't  have  to  tell  you  how  expensive  ven- 
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ture  capital  is.  He  is  not  expanding  at  the  rate  he  should  be  ex- 
panding. He  is  not  creating  the  jobs  he  should  be  creating  because 
of  the  expensive  capital  he  has  had  to  turn  to. 

The  reason  I  point  out  this  case  to  you  is  that  the  poison  in  the 
well  here  doesn't  just  affect  all  the  high-tech  firms  that  get  sued 
inevitably  when  there  is  some  drop  in  stock  prices  that  didn't  meet 
the  expectations  of  the  analysts,  but  it  also  has  perversive  effects 
on  which  the  way  small  business  is  gathering  capital  and  creating 
jobs  in  America,  and  that  I  hope,  I  know,  is  one  of  your  concerns, 
as  well  as  mine. 

The  thing  that  brought  me  to  this  issue,  Mr.  Chairman,  and  the 
reason  why  we  don't  need  to  quiz  each  other — I  just  wanted  to  have 
a  conversation  with  you,  the  reason  why  I  am  so  pleased  that  you 
have  come  to  publicly  say  not  only  here  but  in  prior  statements 
that  you  agree  with  us,  we  need  some  improvements  here  is  not  be- 
cause I  love  accountants  or  lawyers  or  high-tech  businesses  or  any- 
thing else.  It  is  simply  the  fact  that  one  of  our  assignments,  like 
yours,  is  to  encourage  good  business  practice,  growth  and  jobs,  and 
good  investments  and  protection  for  shareholders  in  a  system  that 
works,  and  when  we  looked  at  this  situation  and  when  we  saw 
where  it  was  heading  and  the  perverse  effects  it  was  having  on 
small  companies  trying  to  grow,  particularly  the  small  ones  who 
can't  afford  $2.5  billion  in  legal  fees  over  a  5-year  period  of  litiga- 
tion for  a  suit  that  is  eventually  dismissed  or  settled  at  10  cents 
on  the  dollar,  the  perversive  effects  are  reached  down  beyond  the 
ones  that  get  sued. 

It  is  reaching  now  into  those  who  are  trying  to  do  business,  who 
are  giving  us  less  information  because  they  are  afraid  of  what  that 
information  will  lead  to,  a  lawsuit,  who  are  not  investing  properly, 
who  are  not  going  public  when  perhaps  they  should,  who  are  hav- 
ing trouble.  And  they  will  tell  you  this,  if  you  ask  them:  They  are 
having  trouble  getting  good  and  competent  people  to  become  offi- 
cers and  board  members  because  they  can  no  longer  buy  officer  and 
director  insurance. 

We  are  told  that  if  they  don't  have  officer  and  director  insurance 
as  a  small  nonpublic  business,  it  is  incredibly  expensive,  sometimes 
not  available  to  them  when  they  decide  to  go  public  because  they 
are  going  to  be  wrapped  into  one  of  these  lawsuits  as  sure  as  cer- 
tain if  they  get — if  the  stock  ever  goes  some  direction  in  opposition 
to  analysts'  expectations. 

The  poison  is  in  the  well,  and  it  doesn't  matter  whether  it  is  1, 
20,  or  250  lawsuits.  The  poison  is  in  the  well  and  we  ought  to  get 
it  out,  and  I  am  encouraged  by  your  statement.  I  want  to  commit 
to  you  every  hour  and  time  we  can  give  you  to  work  along  with  us 
in  finding  the  right  solutions.  If  we  are  wrong,  if  the  proportionate 
liability  provision  we  have  crafted  is  wrong,  I  am  not  sure  it  is,  but 
if  it  is,  we  will  find  the  right  formulation. 

Mr.  Levitt.  Good. 

Mr.  Tauzin.  I  want  to  point  out  to  you  that  joint  and  several  li- 
ability is  under  attack  everywhere  in  this  country.  We  are  about 
to  do  a  Superfund  reform  that  tries  to  get  out  from  under  this  joint 
and  several  liability  system  where  deep-pocket  players  have  to  put 
up  all  the  money  just  because  they  happen  to  be  around  and  have 
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some  money,  and  I  would  urge  you  to  consider  that  there  are  dif- 
ferent forms  of  culpability. 

In  our  bill,  if  you  knowingly — if  you  are  an  accountant  and  you 
knowingly  assist  in  a  fraud,  you  are  still  joint  and  severally  liable. 
You  have  got  to  pay  the  whole  amount  if  you  have  got  it. 

But  there  are  lesser  forms  of  culpability.  You  mentioned  reckless, 
but  there  is  pure  simple  negligence,  and  if  someone  is  purely  sim- 
ply negligent  to  the  tune  of  only  1  percent  of  the  fault,  to  make 
that  person  100  percent  responsible  for  the  damage  has  pretty  per- 
verse effects  too.  That  is  what  we  are  trying  to  resolve  in  some 
kind  of  way. 

I  would  be  happy  to  hear  your  response. 

Mr.  Levitt.  You  know.  Congressman,  I  thought  during  my  serv- 
ice as  head  of  Shearson  and  then  head  of  the  American  Stock  Ex- 
change, that  I  had  seen  just  about  every  kind  of  public  fraud  that 
could  possibly  be  perpetrated  on  individual  investors.  Then  I  came 
to  the  Commission.  Week  by  week,  I  listened  to  cases,  seeing  what 
is  going  on  in  this  country,  the  number  of  people  out  there  taking 
advantage  of  innocent  individual  shareholders  dwarfed  anything  I 
had  ever  experienced  before  and  convinced  me,  in  a  way  that  no 
amount  of  experience  or  reading  or  anecdotal  information  could 
possibly  have  persuaded  me,  of  the  vital  and  compelling  importance 
of  the  Commission  mandate  above  everything  else  that  it  has  to  do, 
to  protect  individual  investors. 

So  anything  that  raises  the  hurdle  for  those  investors  to  right 
these  wrongs  is  something  that  I  have  to  look  at  with  great  care 
and  circumspection.  The  abuses  you  speak  of  are  there.  You  didn't 
mention  the  difficulty  in  attracting  foreign  companies  to  this  coun- 
try's capital  markets  because  of  fear  of  our  litigious  society.  But, 
again,  in  the  balance  between  the  interests  of  investors  and  the  in- 
terests of  a  better  system,  a  better  system  is  important,  but  it  can't 
be  at  the  expense  of  investors.  I  think  you  join  me  in  that  feeling. 

Mr.  Tauzin.  I  certainly  do,  and  I  am  glad  you  highlight  that. 
That  is  your  central  role  and  that  is  why  our  conversations  now 
and  continuing  are  so  important.  I  share  your  concern  there,  but 
investors  of  companies  who  get  preyed  upon  and  who  spend  too 
many  dollars  that  ought  to  be  spent  on  engineering  and  creating 
jobs  and  creating  profit  for  the  investors,  who  get  preyed  upon 
when  their  companies  get  sued,  a^e  also  part,  I  hope,  of  our  joint 
concern, 

Mr.  Levitt.  Absolutely. 

Mr.  Tauzin.  And  so  balancing  this  system  is  a  critical  goal  that 
I  hope  we  can  achieve  at  some  point,  and  I  want  to  particularly 
commend  you  for  recognizing  that  it  is  going  to  take  legislation. 

The  courts  simply  are  not  equipped  to  do  the  intricate  balancing 
that  is  going  to  require  your  Agency  and  ours  to  jointly  recommend 
eventually,  hopefully  to  the  President  for  signature  one  day. 

Mr.  Levitt,  let  me  commend  you,  sir.  I  have  been  impressed  with 
the  incredible  sincerity  of  the  points  you  have  just  made,  of  your 
interest  in  all  investors.  I  simply  want  to  make  the  point,  there  are 
a  lot  of  investors  that  are  being  preyed  upon  by  some  attorney 
firms  who  file  a  suit  once  every  4  days  and  who  settle  them  out 
at  10  cents  on  the  $1,  although  they  are  never  going  to  take  them 
to  trial  because  they  couldn't  win  them  in  the  first  place. 
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They  just  want  to  shake  somebody  down  to  collect  a  legal  fee, 
and  that  is  wrong,  and  that  is  killing  other  investors'  opportunities 
to  make  profit  and  to  grow  small  businesses  in  America,  and  it  is 
killing  jobs,  and  it  is  hurting  people  who  want  to  start  up  new  com- 
panies by  the  gentleman  I  mentioned  in  Connecticut,  Poison  is  in 
the  well  and  we  ought  to  remove  it. 

Thank  you,  sir. 

Mr.  Markey.  The  gentleman's  time  has  expired. 

The  Chair  recognizes  the  gentleman  from  North  Carolina. 

Mr.  McMillan.  I  thank  the  chairman  and  I  thank  you,  Mr. 
Levitt,  for  your  very  informative  testimony  and  your  perspective  on 
this.  I  am  delighted  that  you  will  work  with  us  in  terms  of  trying 
to  bring  this  to  a  constructive  conclusion. 

I  think  the  magnitude  of  what  we  are  talking  about,  as  perhaps 
the  gentleman  from  Louisiana  has  pointed  out,  is  far  greater  than 
indicated  by  some  of  the  statistics  that  have  been  presented  here 
on  the  number  of  companies  sued,  and  I  am  not  sure  of  the  source 
of  that  information. 

Does  the  SEC  itself  keep  an  ongoing  record  of  cases  filed  against 
companies  required  to  operate  under  the  securities  laws? 

Mr.  Levitt.  I  am  not  sure  about  that.  Let  me — no,  we  do  not. 

Mr.  McMillan.  Are  there  reporting  requirements  for  a  company 
that  would  require  that  it  disclose  the  scope  of  such  suits. 

Mr.  Levitt.  There  would  be  a  material  assessment,  and  in  those 
instances  where  a  suit  may  be  material  to  the  fortunes  of  the  com- 
pany, there  would  be  disclosure. 

Mr.  McMillan.  And  in  that  regard,  would  that  include  the  po- 
tential liability  to  the  company  itself,  the  directors  of  the  company 
individually,  the  auditors  of  the  company  and  the  attorneys  of  the 
company? 

Mr.  Levitt.  It  would  include,  I  am  told,  the  potential  liability  as 
to  the  company  and  the  officers,  but  not  as  to  the  lawyers  and  the 
accountants. 

Mr.  McMillan.  If  the  lawyers  and  accountants  of  a  given  com- 
pany could  potentially  be  included  in  such  a  lawsuit,  is  that  not 
merely  with  respect  to  the  interest  of  the  stockholders? 

Mr.  Levitt.  I  would  have  to  think  about  that  one. 

Mr.  McMillan.  I  am  trying  to  think  about  it  myself.  I  think  all 
of  this  would  be  interesting  information  to  have  in  terms  of  the  de- 
liberations we  have  to  undertake  in  acting. 

Mr.  Levitt.  Why  don't  I  think  about  that  and  discuss  it  with 
some  of  my  colleagues  and  get  back  to  you. 

Mr.  McMillan.  Well,  I  think  the  scope  of  the  problem  is  impor- 
tant here.  If  it  is  not  as  significant,  then  perhaps  it  may  be  correct 
to  deal  with  it.  But  we  are  talking  about  the  adverse  implications 
that  this  is  having  on  the  dynamics  of  capital  formation  and  new 
business  development  in  this  country.  I  think  there  are  a  lot  of  as- 
pects of  this  that  aren't  getting  reported. 

For  example,  the  Senator  from  Ohio  expressed  earlier  his  desire 
for  the  RTC  to  punish  thrift  operators.  I  think  a  lot  of  costs  are 
being  incurred  in  that  connection  that  aren't  operating  under  the 
ordinary  rules  of  filing  lawsuits.  The  cost  to  potential  defendants 
and  to  companies  is  never  disclosed,  nor  is  any  finding  made  as  to 
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whether  the  case  had  any  merits.  I  don't  think  there  is  any  way 
of  really  discovering  the  cost  of  that. 

I  am  aware  personally  of  a  number  of  situations  that  fall  into 
that  category,  and  some  of  them  were  registered  companies  under 
the  SEC.  So  the  ability  of  the  SEC  to  gather  and  pull  that  informa- 
tion together  would  be  very  useful  to  us  in  terms  of  addressing 
this.  Maybe  that  is  something  we  could  follow  up  further  to  see  if 
it  could  be  useful. 

Are  there  any  generally  GAAP  rules  that  would  cover  this  that 
you  are  aware  of  in  terms  of  disclosures,  again,  the  materiality,  the 
determining  factor  here? 

Mr.  Levitt.  I  would  think  that  materiality  would  determine 
whether  there  would  be  a  disclosure  requirement  under  any  cir- 
cumstance. 

Mr.  McMillan.  And  maybe  you  can't  answer  that  one,  but  I 
think  a  lot  of  these  companies  that  we  are  concerned  about  are 
probably  in  a  formative  stage.  Many  of  them  have  not  yet  offered 
securities  to  the  public  and  aren't  operating  under  the  securities 
laws.  There  may  not  be  active  lawsuits  under  the  securities  laws; 
however,  there  may  be  an  enormous  deterrent  factor  in  terms  of 
those  companies  going  public,  if  they  are  in  high-risk  operations; 
and  maybe  high  risk  of  the  good  type,  not  the  simply  speculative 
type  that  are  being  deterred  from  seeking  public  ownership  and 
thereby  public  participation  in  something  that  may  be  in  the 
public's  interest. 

Mr.  Levitt.  Well,  I  can  recall  from  my  experience  as  an  invest- 
ment banker,  companies  that  were  in  the  process  of  enduring  liti- 
gation. Certainly  that  was  a  red  flag  insofar  as  a  public  offering 
was  concerned.  It  certainly  was  a  deterrent. 

Mr.  McMillan.  I  don't  know  how  we  quantify  that,  but  I  think 
that  that  may  have  great  consequences  in  terms  of  what  we  are 
discussing  with  respect  to  publicly  held  companies.  I  would  suspect 
that  would  be  the  case.  That  would  be  my  major  concern. 

We  are  focusing  on  class  action  lawsuits.  Is  there  any  way  to 
quantify  how  many  securities  fraud  lawsuits  are  out  there  that 
aren't  class  action  lawsuits,  but  have  similar  implications? 

Mr.  Levitt.  I  am  not  sure  what  that  number  would  be.  I  am  sure 
there  is  probably  a  way  to  determine  it. 

Mr.  McMillan.  That  falls  into  the  same  category  of  general  in- 
formation that  would  help  inform  our  process. 

On  page  15  of  your  testimony  you  recommend  amending  the  Ex- 
change Act  to  allow  a  court  to  impose  sanctions  in  meritless  cases 
brought  under  section  10(b).  Is  that  not  already  covered  under  the 
Rule  11  under  the  Federal  Rules  of  Civil  Procedure? 

Mr.  Levitt.  It  is  similar,  but  it  doesn't  have  the  kind  of  impact 
that  a  legislative  response  would  have. 

Mr.  McMillan.  Have  we  done  other  things  legislatively  that 
weigh  the  operation  of  either  of  these  rules  with  respect  to  publicly 
held  companies?  I  am  thinking  particularly  of  the  discovery  process 
in  the  case  of  failed  thrift  institutions. 

Mr.  Levitt.  I  am  not  aware  of  any  legislative  initiative  that  has 
gone  in  that  direction. 

Mr.  McMillan.  I  think  it  is  there.  There  are  broad  subpoena 
powers  that  are  apparently  enshrined  in  legislation  that  bypass  ei- 
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ther  of  these  rules,  which  I  think  is  another  cost  out  there.  Many 
of  these  are  publicly  held.  They  should  be  looked  at  in  terms  of  the 
total  impact  that  this  is  having. 

Let  me  just  conclude  with  one  final  question.  We  do  have  three 
pieces  of  legislation  proposed  by  the  gentleman  from  Louisiana  and 
the  two  Senators.  Do  you  envision  the  SEC  taking  a  position  with 
respect  to  these  bills,  even  perhaps  to  the  extent  of  suggesting  its 
own  set  of  remedies? 

Mr.  Levitt.  What  I  envision  is  working  with  Senators  Dodd  and 
Domenici  and  Congressman  Tauzin  to  see  whether  the  kind  of  bill 
that  they  recommend  can  be  constructive  and  eliminate  some  of  the 
problems  that  we  see  in  those  bills  such  as  reducing  investors  pro- 
tections that  we  feel  are  vital  and  protections  that  we  feel  a  unique 
responsibility  to  uphold. 

Mr,  McMillan.  Well,  I  think  it  would  be  critical  that  the  SEC 
do  this.  I  have  a  great  deal  of  respect  for  you  and  your  judgment. 

Mr.  Levitt.  Thank  you. 

Mr.  McMillan.  And  as  you  stated,  I  think  there  are  a  lot  of  op- 
posing forces  in  this  issue.  I  think  it  is  extremely  helpful  to  have 
the  kind  of  assistance  that  I  think  the  Commission  would  be  able 
to  lend  to  it.  I  won't  be  around  here  next  year,  and  I  don't  think 
we  are  going  to  get  it  done  next  year,  but  I  am  interested  in  seeing 
us  pursue  this  and  appreciate  your  willingness  to  cooperate. 

Thank  you  very  much. 

Mr.  Levitt.  Thank  you. 

Mr.  McMillan.  I  yield  back  the  balance  of  my  time. 

Mr.  Markey.  The  gentleman's  time  has  expired. 

The  Chair  recognizes  the  gentleman  from  Colorado. 

Mr.  Schaefer.  Thank  you,  Mr.  Chairman. 

I  want  to  continue  just  briefly  with  my  good  friend,  Mr.  McMil- 
lan's questions  pertaining  to  the  Tauzin  bill  of  which  I  am  a  co- 
sponsor  and  wholeheartedly  supporter.  You  have  indicated  that  you 
have  reviewed  this  piece  of  legislation,  that  you  do,  if  I  am  not  mis- 
taken, support  some  aspects  of  it. 

Have  you — or  has  the  Commission — informed  my  good  friend 
from  Louisiana  of  some  of  the  areas  in  which  you  do  not  or  have 
trouble  with? 

Mr.  Levitt.  I  am  told — not  in  any  formal  way,  we  have  not.  We 
would  be  glad  to  work  with  them  on  that. 

Mr.  Schaefer,  Well,  I  mean,  I  can't  speak  for  my  good  friend, 
but  I  would  think  that  it  would  be  very  vital  to  this  piece  of  legisla- 
tion that  we  know  where  you  have  trouble  spots  in  this  particular 
legislation  so  that  we  know  exactly  where  we  are  in  trying  to  get 
this  moving. 

Mr.  Levitt.  Absolutely. 

Mr.  Schaefer.  You  also  mentioned  that  we  should  be  doing 
something  legislatively,  but  then  you  also  mention  that  some  of 
this  correction  would  have  to  be  done  through  the  courts  or  the 
court  system. 

Mr.  Levitt.  Yes. 

Mr.  Schaefer.  I  am  not  exactly  sure  what  you  mean  by  that. 
After  all,  one  of  the  things  that  we  are  trying  to  do  here  is  avoid 
court  involvement. 

What  did  you  actually  mean  by  that? 
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Mr.  Levitt.  Well,  what  I  meant  by  that  is  that  some  of  the  mem- 
bers of  the  judicial  system,  many  of  them,  are  just  as  concerned 
about  the  problem  areas  that  you  speak  of  as  all  of  us  are.  Some 
of  them  have  very  thoughtfully  addressed  the  issue  and  considered 
ways  that  the  courts  themselves,  by  virtue  of  the  judicial  process, 
could  address  some  of  these  questions.  What  they  could  do — some 
courts  could  dismiss  meritless  cases  at  the  outset  if  the  fraud  is  not 
addressed  with  specificity.  They  don't  all  do  that,  but  I  think  once 
this  dialogue  begins,  once  its  importance  has  surfaced  in  a  very 
professional  way,  I  think  we  will  be  able  to  find  vehicles  to  commu- 
nicate with  the  courts  and  tell  them  that  American  interests  would 
be  well  served  if  the  Congress,  the  Commission,  the  bar,  both  de- 
fense and  plaintiffs'  bar,  and  the  courts,  did  their  part. 

The  courts  could  also  dismiss  cases  when  it  is  clear  that  there 
is  no  basis  for  liability.  They  could  impose  sanctions  on  parties  that 
engage  in  meritless  cases.  There  are  a  variety  of  options  and  I 
think  we  can  urge  them  to  use  them. 

Mr.  ScHAEFER.  Well,  I  guess  the  concern  I  have  is  that  these 
companies  or  the  defendants  have  to  spend  dollars  to  get  to  that 
point  in  the  first  place.  I  think  what  a  lot  of  us  are  trying  to  do 
is  to  stem  the  flow  of  this  into  the  court  system  in  the  first  place. 
Though  it  would  be  good  that  the  courts  would  dismiss  some  of 
these  frivolous  cases,  it  is  still  costing  companies  money  to  get  to 
that  point. 

Mr.  Levitt.  Absolutely,  I  agree  with  that,  but  the  impact  of  the — 
of  a  judicial  response  to  this  would  be  as  follows:  When  I  or  a  pri- 
vate citizen,  discuss  with  counsel  whether  to  bring  an  action  of  one 
kind  or  another,  if  the  courts  have  taken  action  against  that  kind 
of  action  by  either  imposing  sanctions  or  dismissing  meritless 
cases,  I  might  think  twice  about  bringing  that  action. 

So  I  think  that  is  part  of  a  process.  It  is  part  of  what  all  of  us 
have  got  to  do  to  address  the  problem,  while  still  being  mindful  of 
the  essential  importance  of  doing  nothing  that  takes  away  the 
rights  of  investors. 

Mr.  ScHAEFER.  Well,  let  me  give  you  a  real  quick  example.  There 
is  a  small  company  in  my  district  which  just  started  up  in  the  last 
2  years.  It  is  a  high  technology  basic  company,  and  they  have,  from 
time  to  time,  hired  temporary  help. 

One  of  the  persons  that  they  hired  on  a  temporary  basis  to  do 
a  job  was  being  sued.  Now  the  plaintiffs  in  that  case  are  suing  this 
particular  company  simply  because  he  worked  for  them  for  a  short 
period  of  time.  His  emplojonent  was  completely  irrelevant  to  the 
suit  itself.  Yet,  now  they  are  going  after  this  particular  company 
simply  because  he  worked  for  them  part-time. 

Now,  the  company  must  go  to  attorneys  to  try  and  figure  out 
whether  they  are  going  to  have  to  get  in — or  can  they  get  out  of 
this  suit.  Still,  it  is  costing  them  money.  This  is  the  kind  of  thing 
that  has  to  be  plugged  up. 

All  right,  let  me  ask  you — and  in  relation  to  that,  a  question  on 
safe  harbors.  I  think  that  a  type  of  safe  harbor  is  needed  that  will 
allow  companies  to  provide  good  faith  projections  without  fear  of  a 
suit  if  they  are  incorrect  through  no  particular  fault  of  their  own. 
I  understand  the  SEC  is  working  on  such  a  safe  harbor. 

How  could  a  safe  harbor  for  disclosure  be  crafted? 
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Mr.  Levitt.  The  safe  harbor  issue  is  a  very  complex  one.  I  have 
discussed  this  with  many  corporate  leaders  and  with  my  own  staff. 
It  is  important  that  companies  have  some  measure  of  flexibility  to 
give  a  vision  as  to  the  future  of  the  company. 

At  the  same  time,  to  avoid  the  kind  of  promotion  that  has  been 
so  deceptive  for  investors,  I  have  asked  our  division  of  corporate  fi- 
nance to  think  about  the  issue  and  to  see  whether,  in  a  dialogue 
with  some  of  the  more  thoughtful  members  of  the  community,  there 
are  any  changes  which  might  be  appropriate. 

I  can't,  as  I  sit  here  now,  suggest  to  you  that  a  particular  action 
is  about  to  be  taken  except  that  we  are  thinking  about  this  issue 
and  working  on  it. 

Mr.  SCHAEFER.  Well,  that  is  an  important  step.  One  other  ques- 
tion, Mr.  Chairman,  and  then  I  will  turn  it  back. 

In  your  January  speech,  you  suggested  that  one  of  the  possible 
actions  the  SEC  could  take  to  minimize  unprotective  litigation  was 
to  file  an  amicus  brief  in  support  of  motions  to  dismiss  suits  or  to 
impose  sanctions  for  frivolous  suits,  as  well  as  advising  courts  on 
appropriateness  of  a  proposed  settlements. 

Has  the  SEC  taken  any  of  these  steps,  and  if  so,  could  you  give 
me  some  examples? 

Mr.  Levitt.  The  staff  has  taken  such  steps  and  they  will  con- 
tinue to  in  the  future.  There  was  a  case  in  Louisiana — a  fee  issue 
in  a  class  action  in  Louisiana  where 

Mr.  Tauzin.  Good  choice,  sir. 

Mr.  Levitt.  The  court  reversed  the  allocation — giving  the  plain- 
tiffs more  than  their  attorneys  proposed.  As  it  started  out,  counsel 
for  the  plaintiff  would  have  received  fees  in  excess  of  the  settle- 
ment that  eventually  went  to  the  plaintiff. 

Mr.  SCHAEFER.  Well,  that  is  good  because  most  of  the  time  the 
plaintiff  gets  very  little  out  of  these.  Then  the  attorneys  are  the 
ones  who  get  an  average  of  31  percent  of  the  settlement  amount. 
So  that  is  one  example. 

Are  there  any  others? 

Mr.  Levitt.  No,  I  think  not,  but  it  is  something  that  is — it  is 
something  that  we  intend  to  be  mindful  of  in  the  future.  In  those 
instances  where  we  see  a  very  egregious  problem,  we  are  perfectly 
prepared  to  do  it  again. 

Mr.  Tauzin.  Would  the  gentleman  yield  before 

Mr.  SCHAEFER.  Be  happy  to  yield. 

Mr.  Tauzin.  Mr.  Levitt,  the  highest  compliment  we  can  always 
be  paid  is  to  be  quoted.  My  people  admire  that.  In  a  January 
speech,  you  said,  "We  have  an  obligation  to  make  sure  the  current 
system  operates  in  the  best  interest  of  all  investors.  This  means  fo- 
cusing not  just  on  the  interest  of  those  who  happen  to  be  aggrieved 
in  a  particular  case,  but  also  in  the  interest  of  issuers  and  markets 
as  a  whole.  It  may  well  be  that  we  have  erred  on  the  side  of  pro- 
tecting something  of  an  abstract  right  to  go  to  court  whenever 
there  is  a  disclosure  violation." 

Mr.  Chairman,  are  we — I  will  also  be  asking  to  introduce  into  the 
record,  with  the  gentleman's  permission,  the  letter  I  referred  to 
from  the  Coalition  of  Pension  Fund  Managers,  $200  billion  in  as- 
sets, and  I  want  to  quote  just  the  middle  paragraph  in  that  letter. 
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"We  are  writing  to  applaud  your  initiative  in  addressing  the  fun- 
damental problems  of  the  security  fraud  litigation  system."  These 
are  investors,  pension  fund  managers  from  Texas  to  Massachusetts 
to  Oregon.  **We  agree  that  the  current  system  is  not  protecting  in- 
vestors and  needs  reform.  Now,  under  the  current  system,  de- 
frauded investors  are  receiving  too  little  compensation  while  plain- 
tiffs' lawyers  take  the  lion's  share  of  any  settlement.  Moreover, 
meritless  litigation  costs  companies  millions  of  dollars,  money  that 
could  be  generating  greater  profit  for  this  company  and  higher  re- 
turns for  investors.  Finally,  the  fear  of  such  meritless  litigation  has 
caused  many  companies  to  minimize  the  amount  of  information 
they  disclose,  the  opposite  of  what  we  need  to  do  our  job  effec- 
tively." 

Mr.  Chairman,  with  your  permission,  I  will  ask  that  this  letter 
be  made  a  part  of  the  record  and  thank  my  friend  from  Colorado. 

Mr.  Markey.  Without  objection,  it  will  be  put  in  the  record. 

[The  letter  referred  to  follows:] 

Coalition  of  Pension  Fund  Managers, 

July  19,  1994. 

Hon.  Christopher  J.  Dodd, 
U.S.  Senate, 
Washington,  D.C. 

Hon.  Pete  V.  Domenici, 
U.S.  Senate, 
Washington,  D.C. 

Dear  Senators  Dodd  and  Domenici:  As  pension  fund  managers,  we  are  respon- 
sible for  safeguarding  the  investments  of  thousands  of  individuals  in  the  securities 
markets.  In  making  investment  decisions  on  behalf  of  these  individuals,  our  success 
depends  on  both  the  integrity  of  the  market  and  the  vitality  of  the  American  econ- 
omy. 

For  these  reasons,  we  are  writing  to  applaud  your  initiative  in  addressing  the  fun- 
damental problems  of  the  securities  fraud  litigation  system.  We  agree  that  the  cur- 
rent system  is  not  protecting  investors  and  needs  reform.  Under  the  current  system, 
defrauded  investors  are  receiving  too  little  compensation,  while  plaintiffs'  lawyers 
take  the  Uon's  share  of  any  settlement.  Moreover,  meritless  litigation  costs  compa- 
nies millions  of  dollars — money  that  could  be  generating  greater  profit  for  the  com- 
pany and  higher  returns  for  investors.  Finally,  the  fear  of  such  meritless  litigation 
nas  caused  many  companies  to  minimize  the  amount  of  information  that  they  dis- 
close— the  opposite  of  what  we  need  to  do  our  job  effectively. 

Thank  you  again  for  pursuing  long  overdue  reforms  of  the  securities  litigation  sys- 
tem. We  look  forward  to  working  with  you  to  make  the  system  work  for  all  inves- 
tors. 

Sincerely, 


John  J.  Gallahue,  Jr,  Executive  Director, 
Massachusetts  Bay  Transportation 
Authority  Retirement  Fund 

Wayne  Blevins,  Executive  Director,  Teachers 

Retirement  System  of  Texas 
Alan  G.  Havesi,  Comptroller,  The  City  of 

New  York,  New  York  City  Pension  Funds 

John  A  Ball,  Senior  Vice  President, 
Champion  International  Corporation, 
Champion  International  Pension  Funds 

Joseph  M.  Suggs,  Jr.,  Treasurer,  State  of 
Connecticut,  Connecticut  Retirement  and 
Trust  Funds 


Jim  Hill,  Treasurer,  State  of  Oregon,  Oregon 
Public  Employees'  Retirement  System 

Patricia  Lipton,  Executive  Director,  State  of 
Wisconsin  Investment  Board 

Kenneth  E.  Codin,  Chief  Investment  Officer, 
State  Universities  Retirement  System  of 
Illinois 

Gary  P.  Van  Graateiland,  Senior  Vice 
President,  Secretary  and  General  Counsel, 
Eastman  Kodak  Company,  Eastman  Kodak 
Retirement  Plan 

Basil  J.  Schwan,  Executive  Director, 
Washington  State  Investment  Board 
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Mr.  SCHAEFER.  Yield  to  my  friend  from  North  Carolina. 

Mr.  McMillan.  Under  the  class  lawsuits  under  the  Securities 
Act,  where  you  have  got  multiple  clients,  part  of  the  solution  might 
be  to  require  the  plaintiff  attorneys  running  the  lawsuit  to  file  with 
the  SEC  and  make  the  same  disclosures  to  all  of  their  clients  that 
a  publicly  held  company  would  have  to  make  to  their  stockholders. 

Mr.  Levitt.  Well,  I  have  learned  not  to  give  an  immediate  re- 
sponse to  ideas,  no  matter  how  attractive  they  sound,  so  let  me 
just 

Mr.  McMillan.  I  haven't  thought  it  through  either,  but  it  is  an 
interesting  idea. 

Mr.  ScHAEFER.  I  yield  back  my  time,  Mr.  Chairman. 

Mr.  Markey.  The  gentleman's  time  has  expired. 

The  Chair  will  recognize  himself  again. 

There  are  eight  elements  to  bringing  a  lOb-5  suit  that  include: 
The  fact  must  be  material,  investors  must  have  relied  upon  the  ma- 
terial fact  that  was  misrepresented,  the  purchase  or  sale  of  securi- 
ties is  required,  the  company's  misrepresentation  must  be  in  con- 
nection with  the  investor's  purchase  or  sale  of  the  security,  and  the 
investor's  losses  must  have  been  caused  by  the  misrepresentation 
that  had  been  made  by  the  corporation. 

But  the  most  important  aspect  of  any  lOb-5  case  is  the  require- 
ment that  the  defendant  must  have  acted  with  scienter.  The  Su- 
preme Court  has  ruled  that  scienter  refers,  quote,^  "to  a  mental 
state  embracing  the  actual  intent  to  deceive,  manipulate,  or  de- 
fraud." Scienter  is  not  established  by  demonstrating  that  the  de- 
fendant was  negligent.  Negligence  alone  will  not  successfully  allow 
for  a  conclusion  to  a  lOb-5  suit. 

Instead,  all  Federal  courts  require,  at  a  minimum,  proof  that  the 
defendant  showed  a  reckless  disregard  for  the  truth.  Recklessness 
has  been  defined  by  one  Federal  court  as,  "a  highly  unreasonable 
omission  involving  not  merely  simple  or  even  inexcusable  neg- 
ligence." Inexcusable  negligence  is  not  enough  to  bring  a  lOb-5  suit, 
"but  an  extreme  departure  from  standards  of  ordinary  care  and 
which  represent  a  danger  of  misleading  buyers  or  sellers,  that  is 
either  known  to  the  defendant  or  is  so  obvious  that  the  actor  must 
have  been  aware  of  it." 

Now,  on  its  face  when  you  read  that,  it  seems  like  an  extremely 
high  burden  for  a  plaintiff  to  meet  in  order  to,  at  the  conclusion 
of  the  legal  day,  to  have  been  successful  in  court. 

I  have  a  couple  of  questions  here.  The  first  one  would  be,  and  I 
just  kind  of  stipulate  this  as  a  fact,  you  know,  75  or  80  percent  of 
the  Federal  district  court  judges  in  America  have  been  appointed 
by  either  President  Reagan  or  President  Bush.  So  this  is  not  a  lib- 
eral district  court  judiciary  that  is  sitting  out  there.  They  are 
Reagan,  Bush  appointees. 

The  question  I  have  is  if  80  percent  of  these  Federal  district 
court  judges  are  Reagan/Bush  era  appointees,  why  don't  they  look 
at  this  standard,  then  look  at  the  cases,  and  then  dismiss  those 
which  clearly  fall  into  the  category  of  frivolous,  which  clearly  are 
meant  to  be  nothing  more  than  fishing  expeditions  on  the  part  of 
the  plaintiff?  What  is  the  problem  with  the  Federal  judiciary's  abil- 
ity to  interpret  its  own  standards  in  terms  of  just  dismissing? 
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Even  Judge  Breyer  in  his  confirmation  is  much  more  conserv- 
ative when  he  is  looking  at  this  economic  set  of  considerations.  It 
is  difficult  for  us,  looking  at  the  existing  legal  standards,  to  under- 
stand— to  comprehend  why  there  is  a  problem  at  the  Federal  courts 
in  terms  of  their  ability  to  interpret  this. 

Can  you  give  us  some  illumination  as  to  why  they  can't  use  their 
own  discretion  right  now  more  effectively? 

Mr.  Levitt.  I  don't  really  know  the  answer  to  that.  I  have  spoken 
to  a  number  of  judges  about  this  issue  and  we  have  had  a  round 
table  with  a  panel  of  judges.  The  judges  spoke  of  the  enormous  bur- 
dens that  they  operate  under,  but  I  don't  really  know  why  more  of 
them  have  not  been  as  forthright  as  some  of  them  have. 

I  think  Judge  Walker  out  in  San  Francisco  is  fairly  creative  in 
the  way  he  addressed  the  problem  of  the  rush  to  the  courthouse 
steps,  and  I  hope  by  speaking  about  it,  by  exposing  groups  to  it, 
that  we  will  get  more  judges  to  consider  their  role  and  their  re- 
sponsibility in  this  regard.  I  am  hard  pressed  to  understand  why 
more  of  them  haven't  done  that. 

Mr.  Markey.  I  betray  my  ignorance  in  this  area,  this  subcommit- 
tee does  not  ordinarily  deal  with  the  Federal  judiciary  in  terms  of 
how  it  operates,  but  do  you  know  whether  or  not  there  is  some  con- 
ference of  Federal  judges  that  meets  to  try  to  deal  with  such  prob- 
lems? 

Mr.  Levitt.  There  is  a  conference  on  the  judiciary  which,  I  am 
told,  is  an  important  body  in  terms  of  establishing  practices. 

Mr.  Markey.  Have  they  met  on  this  subject? 

Mr.  Levitt.  I  am  not  aware  of  whether  they  have  or  they 
haven't.  It  is  an  effort  that  I  stand  behind.  It  was  for  that  reason 
that  I  convened  panel  of  judges — to  see  whether  they  could  move 
us  in  that  direction. 

Mr.  Markey.  We  very  oftentimes  use  this  subcommittee  as  a 
bully  pulpit,  to  encourage  entities  that  already  have  inherent  au- 
thority to  move  in  areas  that  would  preclude  the  necessity  of  this 
body  having  to  go  through  the  legislative  process.  I  think  perhaps 
between  now  and  the  next  hearing  that  we  should  communicate 
with  that  Federsd  judicial  conference  and  get  some  appreciation  for 
what  they  have  done  themselves,  if  anything,  to  ensure  that  there 
is  more  sensitivity  given  to  this  problem,  and  that  will  be  some- 
thing that  we  can  focus  upon. 

Let  me  ask  another  question,  if  I  could.  What  would  the  reason 
be  in  the  instance  of  a  larger  company  in  settling  if  this  standard 
so  clearly  is  one  that  weighs  towards  the  defendant  in  these  kinds 
of  cases?  I  understand  why  a  start-up  would  be  making  an  argu- 
ment that  they  only  have  X  amount  of  discretionary  dollars  in  that 
start-up  phase.  But  a  more  mature  company  that  is  being  sued 
under  this  standard,  it  seems  to  me,  would  have  a  very  high  prob- 
ability of  success  and  concomitantly  the  plaintiff  would  have  a  very 
high  probability  of  having  lost  all  of  their  investment  over  a  period 
of  time. 

Why  don't  these  mid-size  or  larger  firms  take  these  cases  to  con- 
clusion if  this  standard  is  so  clearly  tilted  towards  the  defendant? 

Mr.  Levitt.  There  are  a  number  of  large  companies  that  have 
taken  the  position  that  they  will  fight  these  suits  right  down  to  the 
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very  end.  Dow  Chemical  is  one  that  came  to  my  attention  the  other 
day.  It  is  their  practice  to  do  just  that. 

I  guess  that  others  take  the  position  that  the  diversion  in  terms 
of  the  time,  the  appearances,  the  disclosure,  the  testimony,  and  all 
of  the  things  that  go  into  litigation  are  too  burdensome  for  them 
to  endure.  That  is  what  they  would  say.  Some  companies,  such  as 
Dow,  have  taken  a  different  position  and  they  are  prepared  to  go 
right  down  to  the  end. 

Mr.  Markey.  Do  you  have  statistics  with  regard  to  the  success 
of  the  plaintiffs  or  defendants  in  instances  where  the  case  actually 
went  to  the  decision  making  point,  either  the  jury  or  the  judge 
making  the  decision? 

Mr.  Levitt.  I  don't  think  we  do.  I  know  of  companies  that  follow 
this  practice,  and  I  would  be  glad  to  ask  them  to  relate  to  us  their 
experiences,  if  that  would  be  of  use  to  you.  I  don't  think  the  Com- 
mission itself  has  the  information  on  that  one. 

Mr.  Markey.  It  seems  to  me  that  if  these  suits  were  frivolous 
and  if  10  or  15  in  a  row  were  contested  by  these  larger  and  mid- 
sized companies,  that  there  is  a  high  probability  that  they  would 
win,  especially  if  it  is  frivolous,  if  they  can't  meet  this  burden  of 
recklessness,  that  a  judge,  it  seems  to  me,  would  have  to  instruct 
the  jury  very  closely  with  regard  to  what  their  responsibilities  were 
in  rendering  for  the  plaintiff.  I  think,  again,  there  is  a  missing  bit 
of  analysis  here  in  terms  of  the  number  of  cases,  how  they  break 
down  into  each  of  these  categories,  and  what  the  historical  profile 
is  over  the  last  20  or  25  years  that  would  be  helpful  for  the  sub- 
committee to  develop.  We  will  try  to  develop  that  if  we  can't  find 
independent  sources  for  it  over  the  next  couple  of  months. 

I  yield  to  the  gentleman  from  Louisiana. 

Mr.  Tauzin.  Thank  you,  Mr.  Chairman. 

I  know  we  have  to  vote.  I  wanted  to  jump  in  here.  Let  me  sug- 
gest several  perhaps  areas  for  answers  and  inquiry.  One  is,  95  per- 
cent of  these  cases  are  settled.  Only  5  percent  ever  go  to  trial  and 
ever  get  tested  on  the  basis  of  this  standard. 

Number  two,  I  have  a  quote  from  the  Senate  hearings  from  Mr. 
Sommer,  chairman  of  the  Public  Oversight  Board,  who  pointed  out, 
July  21  hearing,  the  distinction  between  recklessness  and  neg- 
ligence is — in  security  fraud  cases  is  honored  more  in  the  breach 
than  in  the  observance,  that  juries  tend  to  view  negligence  as  reck- 
lessness because  the  standard  is  an  elusive  one.  It  is  very  confusing 
for  juries. 

In  law  school,  at  LSU,  I  apologize  for  this,  Mr.  Chairman,  but  we 
had  a  professor  who  always  pointed  out  to  us  that  it  was  very  sim- 
ple in  a  pleading  to  accuse  the  bishop  of  Boston  of  being  a  bastard. 
It  was  another  thing  to  prove  it.  It  is  simply  easy  to  assert  reck- 
lessness in  a  pleading,  and  then  to  spend  2V2  years  of  discovery, 
expensive  work,  literally  destroying  a  company's  intention  from  its 
original  purpose  of  producing  widgets  or  informational  systems, 
and  never  get  this  issue  resolved  by  a  jury  because  only  5  percent 
ever  reach  a  jury,  less  than  5  percent  are  ever  tried,  and  in  those 
cases,  as  Mr.  Sommer  points  out,  juries  confuse  the  standards  of 
negligence  with  recklessness  very  often. 
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So  it  is  a  subject  we  ought  to  pursue  further  with  inquiries,  but 
I  want  to  point  out,  Mr.  Chairman,  that  when  95  percent  of  these 
suits  are  settled,  it  doesn't  matter  what  you  allege.  The  judge  has 
no  control  over  that. 

There  is  a  thing  called  Rule  11  and  it  is  rarely  enforced  by  judges 
against  attorneys  and  plaintiffs  who  come  to  court  because,  as  the 
chairman  has  pointed  out,  they  want  to  respect  the  right  of  people 
to  come  and  make  their  case,  at  least  try  to  prove  their  allegations, 
and  the  result  is  that  these  cases  have  denigrated  into  a  simple 
case  of  alleging  recklessness,  dragging  the  parties  out  with  expen- 
sive cost,  and  forcing  a  10  percent  settlement  just  to  let  the  busi- 
ness go  about  its  business  of  making  widgets  and  informational 
systems. 

Mr.  Markey.  If  I  can  just  reclaim  my  time. 

The  point  again,  getting  back  to  the  75  or  80  percent  of  the  Fed- 
eral judiciary  which  is  now  Reagan/Bush  era  appointees,  they  have 
to  approve  any  settlements.  The  judge  approves  the  settlement, 
and  it  is  completely  within  that  judge's  discretion.  And,  again,  that 
is  where  I  think  we  have  to  learn  a  lot  more  here  about  what  this 
Federal  judiciary  has  been  doing.  And  I  think  maybe  one  of  the 
ways  in  which  we  could  resolve  this  is  we  bring  in  your  LSU  law 
school  professor,  I  bring  back  Father  Drinan  from  B.C.  Law  School, 
OK,  we  let  them  have  it  out  here  at  the  next  hearing. 

I  am  very  sensitive  to  the  high-technology  companies  which  come 
under  the  jurisdiction  of  this  committee — and  we  clearly  have  a 
stake  on  the  telecommunications  side  in  seeing  a  rapid  growth  in 
computer  software  and  telecommunications  and  other  related  in- 
dustries. But  there  is  a  lot  more  we  have  to  learn  about  the  black 
holes  that  exist  within  the  existing  process  that  could  be  working 
better  to  weed  out  those  nonmeritorious  cases  and  do  so  in  an  ear- 
lier stage  that  sends  a  clear  signal  to  the  plaintiff  bar  that  they  are 
engaging  in  increasingly  futile  activity  if  they  seek  to  exploit  the 
vulnerability  or  a  psychology  which  has  been  created  really  by  judi- 
cial discretion  over  the  last  decade  or  so.  I  think  perhaps  we  can 
help  to  deal  with  that  psychology  by  engaging  the  Federal  judiciary 
and  having  a  better  appreciation  for  what  their  standards  are. 

There  is  a  roll  call  on  the  Floor.  I  would  seek  guidance  from  the 
members  in  terms  of  whether  or  not  they  would  like  to  recess  and 
come  back  or  to  adjourn  at  this  point. 

Mr.  Fields.  I  just  have  one  very  quick  statement,  Mr.  Chairman. 

Mr.  Markey.  Let  me  yield  to  the  gentleman. 

Mr.  Fields.  First  of  all,  Chairman  Levitt,  we  appreciate  your  tes- 
timony and  always  your  willingness  to  cooperate  with  this  sub- 
committee, and  I  also  want  to  say  to  you,  Mr.  Chairman,  I  appre- 
ciate your  tolerance  today  of,  you  know,  not  adhering  strictly  to  a 
5-minute  rule  and  I  want  to  say,  I  appreciate  the  gentleman  from 
Louisiana's  testimony,  and  his  presentation,  and  let  me  just  say 
that  the  three  of  us  remaining  here  are  all  attorneys. 

I  would  imagine  to  some  degree  all  of  us  have  tried  lawsuits.  I 
have  never  tried  one  in  the  Federal  courts,  but  I  think  the  state- 
ment made  by  the  gentleman  from  Louisiana  just  a  moment  ago 
was  compelling  that  you  basically  can  plead  anj^hing  and  once  you 
plead  it  and  you  get  into  discovery  and  you  get  into  the  motion 
phase,  costs  go  up  substantially,  and  for  many  companies  there  is 
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a  tremendous  incentive  to  settle,  particularly  if  a  company  is  basi- 
cally betting  the  company  or  could  be  betting  the  company  on  the 
outcome  of  a  potential  suit. 

And  I  was  encouraged  by  what  you  said,  Chairman  Levitt,  re- 
garding the  start-up  companies,  the  entrepreneurs,  particularly  the 
high-technology  companies,  because  I  do  have  a  great  concern  and 
I  will  reiterate  what  I  said  earlier,  I  think  that  the  issues  sur- 
rounding this  overall  fact  situation  are  issues  that  need  to  be 
fleshed  out  in  this  subcommittee,  and  I  think  they  are  issues  that 
should  be  addressed,  and  if  I,  again,  understood  your  testimony 
correctly,  you  feel  that  you  need  some  legislative  help  from  Con- 
gress. 

I  personally  think  that  that  help  should  not  be  just  focused  on 
a  few  court  decisions,  but  should  be  much  broader  in  scope,  and  it 
is  my  hope  that  this  subcommittee  at  some  point  will  take  this  leg- 
islation up,  we  will  have  a  full  debate,  and  then  let  this  subcommit- 
tee, the  committee,  and  Congress  work  its  will. 

Mr.  Markey.  ok. 

Mr.  Tauzin.  Can  I  just  say,  how  much  time  is  left? 

Mr.  Markey.  Let  me  yield. 

Mr.  Tauzin.  Mr.  Chairman,  140  members  have  cosponsored  our 
legislation.  That  is  serious.  It  is  a  lot  of  people  getting  involved  in 
something  pretty  complex  and  arcane  almost.  Second,  a  majority  of 
our  subcommittee  members  have  cosponsored  this  legislation,  and 
I  think  we  are  close  to  the  majority  of  the  members  of  the  full  com- 
mittee. We  are  moving  rapidly  to  that  point. 

The  point  is,  there  is  an  awful  lot  of  interest  in  this,  and  I  want 
to  thank  you  publicly  for  showing  your  own  personal  interest  in  it, 
pledge  to  you  my  every  effort  for  us  to  get  all  the  facts  you  wanted 
to  help  us  make  the  right  decision  and  urge  you,  please,  not  to  let 
this  be  just  a  start,  but  a  real  step  in  progress  that  will  lead  us 
to  legislation  that  will  do  what  the  chairman  has  suggested  we  do, 
make  some  improvements  in  the  current  law  so  it  works  better  for 
all  investors,  not  just  those  who  are  represented  by  lawyers  in 
these  suits,  but  these  are  investors  who  depend  upon  companies  to 
make  profits  and  grow  jobs  for  America.  Thank  you,  Mr.  Chairman. 

Mr.  Markey.  Thank  you,  and  again,  I  want  to  thank  the  gen- 
tleman from  Louisiana  and  the  other  members  of  the  subcommit- 
tee. With  their  approbation,  the  gentleman  from  Louisiana  was 
able  to  make  the  single  longest  opening  statement  in  the  history 
of  this  subcommittee,  and  one  of  the  most  excellent  that  I  think  we 
will  ever  hear  before  this  committee,  but  it  reflects  the  passion  and 
the  intensity  of  interest  that  the  members  have  in  this  issue  with- 
out question. 

We  are  going  to  continue  to  work  on  this  subject  quite  inten- 
sively. We  would  like  to  work  with  you,  Mr.  Chairman,  and  the 
Federal  bar,  and  others  in  trying  to  develop  more  detailed  informa- 
tion about  the  actual  nature  of  the  problem.  We  thank  you,  as 
usual,  for  your  superb  testimony.  This  hearing  is  adjourned. 

[Whereupon,  at  12:15  p.m.,  the  subcommittee  was  adjourned,  to 
reconvene  at  the  call  of  the  Chair.] 
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House  of  Representatives, 
Committee  on  Energy  and  Commerce, 
Subcommittee  on  Telecommunications  and  Finance, 

Washington,  DC. 

The  subcommittee  met,  pursuant  to  notice,  at  9:30  a.m.,  in  room 
2322,  Raybum  House  Office  Building,  Hon.  Edward  J.  Markey 
(chairman)  presiding. 

Mr.  Markey.  Good  morning,  and  welcome  to  the  Subcommittee 
on  Telecommunications  and  Finance.  This  is  the  second  hearing  we 
have  held  in  recent  weeks  to  examine  the  subject  of  securities 
fraud  lawsuits  brought  in  the  form  of  class  actions  in  Federal 
Court. 

Before  addressing  this  important  subject,  however,  I  want  to  ex- 
tend an  apology  on  behalf  of  the  subcommittee  to  our  witnesses 
and  guests  here  today  for  any  inconvenience  or  confusion  that  may 
have  been  caused  by  our  last-minute  room  change. 

As  you  may  know,  the  Committee  on  Energy  and  Commerce  is 
continuing  an  important  markup  this  morning  which  requires  the 
use  of  a  large  hearing  room.  Nonetheless,  Chairman  Dingell  was 
extraordinarily  gracious  in  granting  an  exception  to  usual  commit- 
tee procedures  in  permitting  this  hearing  to  proceed  as  scheduled 
here  this  morning. 

I  must  warn  you,  however,  that  this  may  give  rise  to  some  inter- 
ruptions at  various  times,  and  I  ask  the  indulgence  of  everyone  as 
we  try  to  accommodate  a  crowded  legislative  calendar  and  balance 
our  various  responsibilities. 

Three  weeks  ago,  the  subcommittee  heard  an  impassioned  plea 
from  the  Chairman  of  the  Securities  and  Exchange  Commission  to 
the  parties  in  this  debate.  Chairman  Levitt  implored  the  various 
parties  to  tone  down  the  rhetoric  and  to  try  instead  to  talk  sub- 
stantively about  carefully  tailored  ways  to  improve  the  process  of 
bringing  securities  fraud  lawsuits. 

The  ideas  and  proposals  need  to  be  carefully  tailored,  Chairman 
Levitt  told  us,  because  the  stakes  are  so  high. 

Private  lawsuits  perform  functions  that  the  Commission  alone 
can  never  hope  to  accomplish.  First,  they  provide  compensation  to 
investors  who  have  been  defrauded.  Senator  Dodd's  staff  report  on 
this  subject  notes  that  "a  long  list  of  notorious  cases  have  recovered 
billions  of  dollars  for  defrauded  investors."  So  even  critics  of  as- 
pects of  this  process  agree  the  system  can  and  often  does  work  ef- 
fectively. 
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Second,  private  securities  fraud  lawsuits  supplement  the  Com- 
mission's enforcement  efforts  by  helping  to  deter  companies  that 
may  be  contemplating  actions  that  would  mislead  their  investors. 

Consider  the  following  statements  made  by  SEC  General  Counsel 
Sy  Lome  to  the  Commission's  newly  formed  Consumer  Affairs  Ad- 
visory Committee.  "Private  litigation  is  very,  very  helpful  in  caus- 
ing corporate  America  to  pay  serious  attention  to  the  securities 
laws.  Before  I  came  here  to  the  staff  of  the  Commission,  I  practiced 
law  for  20  plus  years  in  Los  Angeles.  Time  and  again,  my  clients 
wanted  to  do  the  right  thing,  and  they  cared  about  the  right  thing. 
But  the  question  they  asked  was  not,  "if  we  shaded  it  a  little  bit, 
if  we  do  not  disclose  this  yet,  will  the  SEC  come  after  us?"  The 
question  [they  asked]  was:  'Will  the  private  bar  come  after  us?" 

One  of  the  touchstones  in  our  ongoing  discussion,  therefore,  must 
be  to  prevent  this  powerful  and  necessary  deterrent  from  being  di- 
minished or  diluted.  Indeed,  given  the  extraordinary  levels  of  fi- 
nancial fraud  reported  in  the  market  in  recent  years,  we  must  also 
search  for  ways  to  strengthen  our  securities  laws  to  enhance  deter- 
rence and  reduce  fraud. 

Our  discussion  about  the  system  must  also  proceed  more  calmly 
and  rationally.  While  we  may  not  agree  about  the  type  and  nature 
of  the  improvements  that  should  be  made,  I  believe  that  today's 
hearing  will  help  identify  a  number  of  needed  changes  to  our  anti- 
fraud  laws  about  which  there  is  a  general  consensus. 

I  also  am  hopeful,  however,  that  today's  hearing  will  be  the  final 
nail  in  the  coffin  of  the  unsupported  and  ultimately  counter- 
productive rhetoric  that  claims  there  is  an  epidemic  of  frivolous  se- 
curity fraud  litigation,  and  that  these  cases  "often  force  [companies] 
into  bankruptcy." 

Following  our  hearing  2  weeks  ago,  I  asked  the  subcommittee 
staff  to  prepare  a  chart,  a  table  that  might  help  us  to  see  through 
the  raw  statistics  that  so  often  just  numb  the  mind.  I  suggested 
they  prepare  a  map  to  show  how  many  companies  were  sued  in  the 
last  year  and  where  those  suits  were  filed. 

Based  on  data  the  SEC  obtained  from  the  Administrative  Office 
of  the  U.S.  Courts,  which  is  apparently  not  perfect  but  appears  to 
be  the  best  raw  information  available,  we  prepared  the  map  and 
table  on  display  at  the  side  of  the  hearing  room.  The  totals  are  not 
listed,  but  the  data  indicates  that  143  companies  were  sued  in  se- 
curities class  actions  in  the  12  months  ending  on  June  30,  1994. 
That  is  two  more  than  the  previous  12  months  and  slightly  more 
than  the  20-year  average  of  125  companies  annually  being  sued. 

It  is  interesting  to  me  that  in  half  the  States,  not  a  single  securi- 
ties class  action  was  filed  in  the  last  year.  In  10  additional  States, 
only  one  case  was  filed. 

I  hope  that  this  issue  helps  to  keep  this  debate  in  perspective. 
If  our  economy  is  suffering  from  an  epidemic  of  securities  fraud  liti- 
gation, the  disease  appears  to  share  notable  qualities  with  the 
'swine  flu.' 

You  remember  the  swine  flu  epidemic.  The  predictions  of  a  major 
national  crisis  in  the  1970's  led  the  government  to  rush  in  and  urge 
that  everyone  be  vaccinated  immediately.  As  it  turns  out,  many 
more  Americans  were  harmed  by  the  supposed  cure  than  were 
made  ill  by  the  disease. 
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False  alarms  about  illusory  crises  frequently  produce  these  unin- 
tended and  disastrous  consequences,  and  we  must  be  sure  to  avoid 
that  trap. 

Again,  it  is  one  of  the  overriding  duties  of  this  subcommittee  to 
ensure  that  our  laws  and  regulations  effectively  deter  fraudulent, 
deceptive  and  manipulative  practices  that  relate  to  the  purchase  or 
sale  of  securities,  and  provide  effective  remedies  to  investors  when 
those  laws  have  been  violated. 

Yet,  we  also  share  an  interest  in  promoting  the  efficiency  of  the 
capital  formation  process  and  preventing  the  exploitation  of  well- 
intended  laws  designed  to  protect  investors.  So  I  again  promise  to 
work  with  the  members  to  identify  the  problems  in  the  system  and 
then  devise  ways  to  address  them  as  effectively  as  we  can. 

As  I  have  said  before,  I  fully  expect  that  we  will  work  on  these 
issues  with  the  same  bipartisan  commitment  to  investor  protection 
that  has  for  so  long  been  the  hallmark  of  this  subcommittee. 

That  completes  the  time  of  the  Chair  for  his  opening  statement. 

[The  charts  referred  to  follow:] 
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Mr.  Markey.  We  will  now  turn  and  recognize  the  ranking  minor- 
ity member,  the  gentleman  from  Texas. 

Mr.  Fields.  Thank  you,  Mr.  Chairman.  I  commend  you  for  con- 
vening this  second  hearing  on  the  important  issue  of  securities  liti- 
gation reform. 

Three  weeks  ago,  at  the  subcommittee's  first  hearing  on  the  sub- 
ject, Arthur  Levitt,  the  Chairman  of  the  SEC,  testified  that  legisla- 
tion is  necessary  to  reform  the  existing  securities  litigation  system. 

As  Chairman  Levitt  indicated,  private  litigation  poses  substan- 
tial, unnecessary  cost  when  abused  by  plaintiffs  or  their  attorneys. 
He  further  noted  that  the  threat  of  litigation  tends  to  impede  cor- 
porate practices  such  as  the  disclosure  of  forward-looking  informa- 
tion that  the  commission  encourages. 

And  like  Chairman  Levitt,  I  am  concerned  about  abusive  litiga- 
tion practices,  and  I  share  his  views  that  frivolous  lawsuits  can 
have  significant  adverse  effects. 

Today  we  will  hear  from  witnesses  who  believe  strongly  that  leg- 
islative reform  is  necessary.  We  are  also  going  to  hear  from  some 
witnesses  who  disagree.  However,  when  I  listen  carefully  to  all  the 
voices  now  weighing  in  on  this  issue,  one  thing  is  clear,  and  that 
is  those  companies  and  securities  professionals  who  have  firsthand, 
real-world  experience  with  the  current  securities  litigation  system 
agree  that  fundamental  problems  exist  and  comprehensive  reform 
is  needed. 

Reform  proponents  point  out  correctly  that  abuses  in  securities 
fraud  litigation  are  draining  companies  of  funds  needed  to  fuel 
growth  and  generate  jobs.  They  also  argue  that  the  current  litiga- 
tion system  is  hurting  not  only  companies  but  also  hurting  the  in- 
vesting public. 

Private  actions  under  the  anti-fraud  provisions  of  the  Federal  se- 
curities laws  are  an  important  source  of  deterrence  and  the  pri- 
mary vehicle  for  compensating  defrauded  investors.  They  are  de- 
signed to  play  a  crucial  role  in  maintaining  investor  confidence  in 
our  securities  markets. 

But  I  am  concerned  that  the  current  system  is  too  easily  abused 
and  no  longer  serves  the  goals  of  investor  protection.  Under  today's 
system,  investors  can  lose  when  they  are  plaintiffs  in  a  class  action 
because  they  actually  recover  only  pennies  on  the  dollar  even  when 
their  claim  has  merit.  Under  today's  system,  investors  can  lose 
when  companies  are  hit  with  meritless  lawsuits  because  those  suits 
drain  the  companies  of  time  and  resources. 

Investors  can  also  lose  when  the  threat  of  litigation  causes  quali- 
fied men  and  women  to  refuse  to  serve  on  boards  of  directors  or 
causes  auditors  to  withdraw  services  from  key  sectors  of  the  econ- 
omy. As  one  of  the  SEC  commissioners  pointed  out  recently,  we  are 
taking  our  A  team  off  the  field  at  a  time  when  we  need  them  most 
in  a  very  competitive  global  market. 

The  costs  to  our  economy,  the  threat  to  American  competitive- 
ness, demand  that  we  take  a  long  and  hard  look  at  thoroughly  re- 
vamping the  current  securities  class  action  framework. 

I  am  concerned  that  the  current  system  is  especially  harmful  to 
high  technology  companies.  It  appears  to  have  created  a  climate  of 
fear  that  is  crushing  the  initiative  to  do  business. 
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In  the  Woodlands  area  right  outside  of  Houston,  an  area  I  rep- 
resent, biotechnology  companies  are  attempting  to  develop  products 
that  are  vital  to  our  future.  We  need  those  companies,  spending 
money  on  research  not  litigating.  We  need  those  companies  think- 
ing about  cures  for  diseases,  not  depositions.  We  need  those  compa- 
nies entering  the  capital  markets,  not  avoiding  the  capital  markets, 
for  fear  of  being  sued. 

I  think  the  record  is  clear  that  today's  litigation  system  has  some 
real  problems.  And  to  me  the  real  problems  require  real  solutions. 

Mr.  Chairman,  I,  along  with  Carlos  Moorhead,  together  with  140 
other  Members  of  Congress,  am  a  cosponsor  of  H.R.  417,  the  Pri- 
vate Securities  Enforcement  Act.  The  bill  was  authored  by  my  good 
friend  Billy  Tauzin,  and  it  contains  a  number  of  reforms,  such  as 
proportionate  liability  and  attorneys  fee  shifting.  To  me,  reforms 
like  these  are  designed  to  refocus  attention  on  the  merits  of  secu- 
rity fraud  cases,  rather  than  encouraging  defendants  to  settle  be- 
cause of  high  discovery  costs  and  the  threat  of  joint  and  several  li- 
ability. 

I  look  forward  to  hearing  our  testimony  today  from  our  distin- 
guished panel  of  witnesses.  I  am  also  looking  forward  to  continue 
to  work  with  you,  Mr.  Chairman,  and  other  members  of  the  sub- 
committee. 

Mr.  Markey.  The  gentleman's  time  has  expired. 

The  Chair  recognizes  the  gentleman  from  Louisiana,  Mr.  Tauzin. 

Mr.  Tauzin.  I  thank  the  Chair. 

The  chairman  has,  of  course,  correctly  identified  the  fact  that 
this  is  the  second  of  a  series  of  hearings  on  the  issue,  the  first  of 
which  featured  Mr.  Arthur  Levitt,  Chairman  of  the  SEC.  The  first 
hearing  focused  on  whether  or  not  there  was  a  problem.  I  think  it 
came  out  very  clearly  from  the  hearing  that  there  was  a  problem. 
lOb-5  suits,  while  designed  indeed  to  protect  investors  from  fraudu- 
lent activities,  have  now  become  a  real  problem. 

And  with  all  due  deference  to  the  chairman  and  to  his  adequate 
staff,  I  must  confess  I  have  never  seen  such  a  set  of  worthless 
charts  in  my  life.  To  identify  on  these  charts  that  the  problem  oc- 
curs in  California  and  New  York  and  not  in  Utah,  Idaho,  and  Alas- 
ka is  a  rather  useless  exercise.  You  need  to  see  where  the  at-risk 
populations  are  in  this  disease.  ^ 

And  I  must  also  challenge  the  chairman's  analogy  to  the  swine 
flu.  This  disease  is  more  like  AIDS.  The  at-risk  populations  happen 
to  be  high-tech  growth  companies.  They  don't  happen  to  exist  in 
Utah  and  Idaho  in  great  numbers.  They  do  exist  in  California,  in 
Florida,  New  York,  Pennsylvania  and  Texas  in  great  numbers. 

It  is  a  high-risk  population  that  is  being  subjected  now  to  these 
lawsuits,  only  5  percent  of  which  ever  reach  a  jury,  most  of  which 
are  settled  out  at  10  cents  on  the  dollar  just  to  avoid  what  has  be- 
come a  shakedown  practice  that  is  designed  indeed  to  make  some- 
one a  lot  of  money,  where  the  investors  end  up  getting  somewhere 
between  8  cents  and  14  cents  on  the  dollar. 

That  is  a  real  disease  in  our  system,  and  these  are  not  little  law- 
suits. These  are  not  accidents  at  the  street  corner.  These  are  bat- 
tleships. These  are  carriers  cruising  through  the  legal  system,  hun- 
dreds and  hundreds  of  millions  of  dollars  at  risk,  all  tied  to  a  the- 
ory of  law  called  joint  and  several  liability,  where  everybody  is  sued 
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who  is  liable  for  the  whole  thing,  a  system  of  liability  in  the 
Superfund  law  that  has  confined  our  environmental  protection  to 
a  legal  battle  in  lawsuits  where  only  the  lawyers  seem  to  be  clean- 
ing up  instead  of  the  American  public  and  the  American  landscape. 

To  an  academician,  joint  and  several  liability  means  something 
that  happened  after  a  finding  of  fault.  In  the  real  world,  it  means 
something  you  have  to  face  up  front  when  the  lawsuit  is  filed, 
when  you  are  sued,  and  you  are  sued  as  a  joint  and  several  liable 
party  under  this  act,  and  you  face  hundreds  of  millions  of  dollars 
of  potential  liability.  It  doesn't  matter  whether  you  did  anything 
wrong  or  not.  You  are  encouraged  to  settle  at  10  cents  on  the  dollar 
just  to  get  out  from  under  it,  just  to  escape  the  enormous  cost  of 
answering  depositions. 

It  is  a  disease  in  the  system.  We  ought  to  make  it  indeed  a  dis- 
ease for  which  there  is  a  cure. 

Today  we  focus  on  what  is  the  appropriate  cure,  without  killing, 
without  damaging,  as  the  chairman  has  said,  without  restraining 
the  good,  deterrent  effects  of  the  law,  without  denying  to  legitimate 
injured  parties  the  right  to  recover.  How  do  we  fix  this  disease  so 
that  the  system  works  again  and  works  again  well,  so  insurance 
companies  can  come  back  into  the  system  and  insure  people,  that 
small  companies  can  make  good  disclosures  to  the  public  about 
their  activities,  more  disclosures,  not  fewer,  so  investors  have  more 
knowledge  about  when  and  where  to  invest,  and  so  that  in  the  end 
we  have  a  system  where  real  wrongdoers,  real  in  fact  where  fraud 
is  not  only  discovered  but  punished  in  front  of  a  jury,  not  at  the 
level  these  lawsuits  are  filed. 

Mr.  Chairman,  I  hope  today  we  will  focus  on  a  discussion  of  what 
solutions  really  work.  We  will  hear  from  two  panels,  one,  academi- 
cians, who  will  discuss  with  us  in  an  academic  sense  as  we  did  in 
law  school  who  is  right  or  wrong  with  the  structure,  the  proce- 
dures, the  incentives  on  both  sides  of  the  playing  field  as  these  law- 
suits are  filed;  and  then  second  we  will  hear  from  practitioners  in 
the  real  world  who  filed  these  lawsuits  and  who  defend  them  and 
have  to  deal  with  this  law  in  the  real  sense  of  settlement  and  ad- 
vice to  their  companies  as  to  how  to  best  avoid  any  more  bad  pub- 
licity when  they  have  been  sued,  in  many  cases  for  frivolous  rea- 
sons. We  will  see  the  real  world,  we  will  see  the  academic  world. 

Hopefully,  Mr.  Chairman,  when  all  is  said  and  done,  you  and  I, 
Mr.  Fields,  Mr.  Levitt,  all  of  us  can  come  to  a  common  conclusion 
that  this  is  something  worth  fixing  and  that  we  have  a  proper  and 
adequate  fix  in  mind,  a  solution  that  works  both  for  investors  who 
are  suing  companies  who  do  wrong  and  investors  who  invest  in 
companies  who  don't  deserve  to  be  sued  and  shaken  down  in  law- 
suits that  have  no  merit. 

That  is  the  balance  we  seek  today.  I  hope  we  find  that  balance. 

Mr.  Chairman,  I  yield  back  the  balance  of  my  time. 

Mr.  Markey.  The  time  of  the  gentleman  has  expired. 

The  Chair  recognizes  the  gentleman  from  North  Carolina,  Mr. 
McMillan. 

Mr.  McMillan.  I  thank  the  Chair. 

I  have  never  seen  so  many  blue  suits  in  one  room.  I  don't  know 
what  that  means.  It  looks  like  an  undertaker's  association.  I  don't 
know  who  you  expect  to  be  buried  here  today. 
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I  want  to  thank  the  Chair  for  holding  this  additional  hearing, 
and  as  has  been  mentioned,  at  our  first  hearing  several  weeks  ago, 
we  heard  Chairman  Levitt  acknowledge  the  current  abuses  associ- 
ated with  securities  fi'aud  litigation  and  the  need  for  fundamental 
reform.  And  I  share  his  concerns  and  feel  strongly  that  we  must 
change  existing  market  incentives  to  encourage  plaintiffs'  lawyers 
to  focus  on  meritorious  claims  and  to  urge  defendants  to  fight  frivo- 
lous lawsuits.  The  system  should  encourage  voluntary  disclosure  by 
issuers. 

However,  the  current  system,  does  just  the  opposite.  It  discour- 
ages disclosure  that  is  clearly  in  the  interest  of  stockholders  and 
investors,  because  of  companies'  fear  of  potential  lawsuits.  It  is  not 
unlike  the  issue  that  exists  in  medical  malpractice  and  the  enor- 
mous costs  of  defensive  hegdth  care,  that  everyone  is  so  concerned 
about  and  reluctant  to  disclose.  But  they  are  there.  And  the  legal 
costs  that  are  imposed  on  the  system,  both  open  and  hidden,  are 
enormous.  I  think  they  constitute  a  significant  burden  on  different 
aspects  of  our  society. 

So  ultimately  it  is  not  just  those  who  would  file  suit  and  not  just 
trial  lawyers  who  have  a  stake  in  this.  It  is  the  investing  public 
and  ultimately  the  working  public  to  the  extent  that  activity  dimin- 
ishes positive,  constructive  d5Tiamic  economic  growth. 

Investors  should  be  in  control  of  class  actions,  not  lawyers.  And 
I  think  that  is  something  that  we  need  to  focus  on.  H.R.  417  ad- 
dresses these  principles  of  reform.  It  creates  incentives  for  lawyers 
to  file  only  those  cases  that  have  merit  rather  than  engage  in  an 
entrepreneurial  approach  to  litigation  that  tries  to  build  a  suffi- 
cient case  to  drive  those  on  the  other  end  to  reach  a  settlement 
with  perhaps  no  intention  of  ever  going  to  court. 

By  establishing  a  proportionate  liability  standard,  the  bill  would 
require  each  defendant  to  compensate  the  plaintiff  based  on  their 
own  responsibility  for  the  plaintiff's  injury,  which  I  think  is  a  con- 
structive thing. 

H.R.  417  also  creates  incentives  for  definitions  to  fight  frivolous 
cases  rather  than  being  forced  to  settle  nearly  every  case  because 
of  the  high  defense  cost  and  the  threat  of  joint  and  several  liability, 
not  to  mention  the  adverse  publicity  associated  with  it. 

Under  this  bill,  unsuccessful  litigants  will  be  required  to  pay  the 
legal  expenses  of  the  prevailing  party  if  the  losing  party  cannot 
prove  its  position  was  substantially  justified.  I  certainly  want  to  in- 
vite your  comments  on  that  principle,  because  I  think  that  would 
add  a  measure  of  balance  to  the  process  that  is  extremely  impor- 
tant to  consider. 

Finally,  I  believe  H.R.  417  will  take  control  of  those  securities 
suits  out  of  the  hands  of  lawyers  and  put  them  where  they  belong, 
in  the  hands  of  shareholders  with  legitimate  claims.  The  bill  pro- 
hibits the  payment  of  bonuses  and  bounties,  to  representative 
claimants,  as  well  as  referral  fees  from  stockbrokers.  This  will 
eliminate  some  of  the  abusive  practices  associated  with  securities 
fraud  litigation. 

Mr.  Chairman,  the  need  for  reform  in  this  area  needs  to  be  taken 
seriously.  It  may  be  stretching  it  to  think  that  this  can  occur  with- 
in this  current  Congress,  but  I  would  hope  that  we  can  move  this 
process  forward,  and  I  thank  you  again  for 
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Mr.  Tauzin.  Will  the  gentleman  yield? 

I  ask  only  to  correct  something  that  appeared  in  the  Washington 
Post  this  morning,  an  article  dealing  with  the  settlement  of  the 
Peat  Marwick  case.  The  article  suggests  that  our  legislation,  H.R. 
417,  would  in  some  way  be  targeted  at  cases  brought  by  the  RTC 
and  the  FDIC  such  as  the  Peat  Marwick  case.  That  is  inaccurate. 

Our  bill  only  amends  the  securities  laws,  not  the  laws  authoriz- 
ing suits  by  the  RTC  or  the  FDIC.  House  bill  417  would  not  have 
affected  in  any  way  the  suit  nor  the  settlement  of  the  Peat 
Marwick  case  that  appears  in  the  Washington  Post  today. 

I  thank  the  gentleman  for  yielding. 

Mr.  McMillan.  Good  point.  I  yield  back  the  balance  of  my  time. 

Mr.  Markey.  It  has  expired. 

Are  there  other  members  seeking  recognition  for  the  purpose  of 
making  an  opening  statement? 

The  Chair  sees  none. 

We  will  now  turn  to  our  first  panel  and  begin  by  recognizing  Pro- 
fessor Joel  Seligman,  who  is  a  Professor  of  Law  at  the  University 
of  Michigan  Law  School.  He  is  the  author  of  a  treatise  generally 
viewed  as  the  leading  treatise  of  its  kind  in  the  field. 

Professor,  whenever  you  feel  comfortable,  please  begin. 

STATEMENTS  OF  JOEL  SELIGMAN,  PROFESSOR  OF  LAW,  UNI- 
VERSITY OF  MICHIGAN;  JOHN  C.  COFFEE,  JR.,  PROFESSOR 
OF  LAW,  COLUMBIA  UNIVERSITY;  DONALD  C.  LANGEVOORT, 
PROFESSOR  OF  LAW,  VANDERBILT  UNIVERSITY;  JANET  COO- 
PER ALEXANDER,  PROFESSOR  OF  LAW,  STANFORD  UNIVER- 
SITY; ABRAHAM  J.  BRILOFF,  EMANUEL  SAXE  DISTIN- 
GUISHED PROFESSOR  EMERITUS,  BARUCH  COLLEGE;  AND 
ARTHUR  R.  MILLER,  PROFESSOR  OF  LAW,  HARVARD  UNI- 
VERSITY 

Mr.  Seligman.  Thank  you,  Mr.  Chairman. 

Let  me  begin  by  observing  that  one  of  the  advantages  of  being 
an  academic  is  you  can  take  a  detached  and  disinterested  look  at 
the  real  world  rather  than  being  on  the  playing  field  with  the  bias 
or  interest  that  the  parties  might  have. 

And  from  that  viewpoint,  I  want  to  make  one  basic  proposition 
for  you  today,  and  that  is,  with  certain  limited  exceptions,  the  case 
for  fundamental  reform  or  change  in  the  rules  governing  Federal 
securities  class  actions  has  not  been  made. 

I  say  that  having  reviewed  at  some  length  the  record  of  the  hear- 
ings both  here  and  in  the  Senate  Subcommittee  on  Securities,  and 
to  speak  very  briskly,  there  are  essentially  four  types  of  arguments 
that  have  been  made  to  demonstrate  the  need  for  new  legislation. 

Number  one,  securities  litigation  has  gotten  out  of  hand  and  is, 
"destroying  the  very  capital  formation  policy  it  seeks  to  promote." 

Now,  for  all  the  emotional  appeal  of  that  type  of  argument,  the 
existing  data  simply  do  not  bear  that  out.  We  know,  for  example, 
that  in  both  1992  and  1993,  the  SEC  reported  record  filings,  reg- 
istrations of  new  securities  sold  to  the  public.  In  1993,  $112  billion 
of  initial  public  offerings  were  made. 

We  know  there  are  over  51  million  U.S.  citizens  who  directly  own 
corporate  stock  and  over  130  million  who  indirectly  own  corporate 
stock. 
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One  reason  for  this  confidence  in  our  securities  markets  is  the 
mandatory  disclosure  system  enforced  by  the  SEC.  And  one  impor- 
tant role  of  private  litigation  is  to  ensure  that  there  will  be  suffi- 
cient and  adequate  compliance  with  that  system.  Former  SEC 
Chairman  David  Ruder  noted  in  1989  that  in  some  recent  years 
less  than  10  percent  of  cases  involving  securities  or  commodities 
fraud  have  been  brought  by  the  government. 

In  other  words,  if  we  take  steps  that  will  restrict  in  some  fun- 
damental way  the  ability  of  private  litigation  to  enforce  the  manda- 
tory disclosure  system,  we  do  so  at  our  peril. 

Second,  we  were  told  that  companies,  particularly  growth  compa- 
nies, say  they  are  sued  whenever  their  stock  drops.  The  figure  of 
10  percent  was  used  on  a  number  of  occasions  at  the  Senate  sub- 
committee hearings  in  1993. 

As  Chairman  Markey  indicated  both  in  his  opening  today  and  3 
weeks  ago,  the  actual  frequency  of  litigation  is  much  smaller  than 
that  kind  of  data  would  suggest.  There  are  approximately  125  com- 
panies sued  per  year.  It  is  worth  bearing  in  mind,  however,  you 
want  to  pair  that  to  the  17,000  or  more  companies  subject  to  SEC 
registration  under  the  Securities,  Securities  Exchange,  or  Invest- 
ment Companies  Acts,  or  the  greater  than  3  million  business  cor- 
porations that  operate  in  this  country  and  have  stock  of  one  form 
or  another. 

Moreover,  even  a  cursory  review  of  litigation  in  this  area  makes 
it  clear  that  Federal  courts  regularly  dismiss  before  trial  com- 
plaints whose  sole  substance  is  a  description  of  a  stock  drop. 

For  example,  under  Rule  9(b),  which  permits  dismissal  on  the 
basis  of  a  complaint,  data  were  presented  at  the  subcommittee 
hearings  which  showed  that  approximately  40  percent  of  lawsuits 
against  the  big  six  accounting  firms  and  40  percent  of  lawsuits 
brought  by  the  leading  plaintiffs  securities  class  action  firms  were 
dismissed  on  a  pretrial  motion.  This  hardly  suggests  the  judiciary 
is  incompetent  to  deal  with  nonmeritorious  lawsuits. 

Finally,  we  have  been  told  by  proponents  of  new  restrictions  that 
the  cost  of  defending  such  suits  is  high  and  companies  may  settle 
regardless  of  the  merits.  There  have  been  arguments  that  settle- 
ments often  represent  a  trivial  percentage  of  damages.  This  proved 
to  be  the  most  controversial  issue  at  the  Senate  subcommittee 
hearings  last  year.  There  were  several  studies  offered  by  both 
sides. 

I  have  detailed  in  my  written  statement  methodological  defi- 
ciencies I  find  in  all  of  these  studies.  But  I  want  to  suggest  that 
the  data  we  do  have  available  does  indicate,  number  one,  approxi- 
mately 40  percent  of  Rule  lOb-5  suits  in  recent  years  have  been 
dismissed  on  a  pretrial  motion. 

Number  two,  average  recoveries  in  Federal  securities  class  settle- 
ments, between  1991  and  1992,  were  about  $10  million,  and  the 
following  year,  about  $7.36  million. 

The  average  attorneys'  fees,  according  to  NERA,  were  approxi- 
mately 28  or  29  percent.  These  data  are  not  consistent  with  argu- 
ments that  the  merits  do  not  matter  or  that  the  Federal  securities 
class  action  is  primarily  a  vehicle  for  enriching  lawyers. 

Now,  does  that  mean  that  nothing  should  be  done  by  Congress 
at  this  point?  I  don't  think  so.  I  think  there  are  reasonable  and  lim- 
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ited  legislative  proposals  which  deserve  your  serious  attention.  And 
I  would  particularly  commend  to  your  attention  four. 

First,  I  would  respectfully  suggest  that  reversal  of  the  Supreme 
Court's  five-to-four  aecision  in  Central  Bank,  which  ended  at  least 
private  litigation  under  Rule  lOb-5  for  aiding  and  abetting,  should 
be  reversed  for  two  basic  reasons. 

It  essentially  means  that  in  the  case  of  an  insolvent  registrant, 
defrauded  shareholders  will  have  no  recovery  and  no  remedy.  And 
it  also,  absent  aiding  and  abetting  liability,  may  reduce  the  incen- 
tives for  securities  professionals  such  as  attorneys,  accountants, 
and  investment  banks  to  help  comply  with  the  Federal  securities 
laws'  mandatory  disclosure  system. 

Second,  I  think  there  is  a  limited  role  for  proportional  liability 
when  you  are  dealing  with  noninsolvent  issuers.  I  think  in  the  case 
of  the  insolvent  issuer,  you  have  got  to  protect  the  defrauded  plain- 
tiffs right  to  a  recovery. 

Third,  I  think  there  is  a  strong  case  for  Congress  codifying  into 
law  a  recklessness  standard  for  culpability  under  section  10(b)  and 
Rule  lOb-5.  This  has  been  adopted  to  date  in  one  form  or  another 
by  11  of  12  judicial  circuits. 

I  think,  nonetheless,  it  would  simplify  matters  if  Congress  would 
choose  an  appropriate  formulation  and  adopt  it  as  a  matter  of  legis- 
lation. 

Finally,  I  was  impressed  by  the  testimony  in  the  Senate  concern- 
ing bounties  paid  to  professional  plaintiffs.  I  think  these  are  inap- 
propriate, inconsistent  with  the  spirit  of  class  actions.  While  I  can 
see  a  case  for  allowing  reasonable  reimbursement  of  actual  ex- 
penses, the  bounty  payments  tend  to  undermine  the  integrity  of  the 
process. 

Finally,  just  to  offer  one  more  thought,  the  one  proposal  that  is 
on  the  table  that  I  find  most  objectionable  and  most  strongly  trou- 
bling is  the  English  fee  shifting  rule  as  a  general  proposition.  This 
is  the  rule,  if  adopted,  that  would  basically  have  the  tendency  to 
prevent  meritorious  lawsuits  from  going  forward. 

Many  small  plaintiffs,  knowing  that  if  they  lost  they  would  have 
to  cover  the  expenses  of  the  defendants,  basically  would  not  go  for- 
ward. And  that  troubles  me,  because  it  would  reduce  the  deterrent 
impact  of  the  mandatory  disclosure  system. 

Thank  you  Mr.  Chairman. 

[The  prepared  statement  of  Joel  Seligman  follows.  Law  Review 
articles  are  retained  in  the  subcommittee  files.] 
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TESTIMONY  OF  JOEL  SELIGMAN 


My  naune  is  Joel  Seligman.  I  am  a  professor  at  The  University 
of  Michigan  Law  School  and  coauthor  with  Professor  Louis  Loss  of 
Harvard  Law  School  of  an  11  volume  treatise  on  Securities 
Regulation.  I  am  also  the  author  of  four  other  books  and 
approximately  20  law  review  articles  that  address  federal 
securities  law. 

In  the  past  few  months,  I  have  written  two  law  review 
articles  that  specifically  address  the  subject  matter  of  today's 

hearing:  (1)  The  Merits  fis  Matter,  Harv.  L.  Rev.  

(forthcoming  Dec.  1994);  and  (2)  The  Implications  of  Central 

Bank.  49  Bus.  Law.  (forthcoming  Aug.  1994).  I  have  attached 

these  articles  to  this  testimony  since  they  amplify  and  annotate 
my  testimony. 

X/et  me  offer  three  basic  observations  for  your 
consideration. 

First,  with  limited  exceptions,  there  is  insufficient 
evidence  at  this  time  to  justify  legislative  changes  that  will 
further  burden  private  federal  securities  litigation.  While  there 
may  be  a  few  peripheral  questions  that  deserve  further 
investigation,  the  basic  case  for  restrictive  legislation  has  not 
been  made. 

The  proponents  of  new  restrictions  essentially  base  their 
case  on  four  types  of  arguments: 

(A)  "[S]ecurities  litigation  has  gotten  out  of  hand  and  is 
destroying  the  very  capital  formation  policy  it  seeks  to 
promote."  For  example,  "companies  can  become  more  reluctant  to 
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take  business  risks,  for  each  time  a  business  fails,  we  are 
subject  to  a  suit  for  fraud." 

For  all  the  emotional  appeal  of  arguments  that  excessive 
litigation  is  destroying  capital  formation,  existing  data 
illustrate  a  quite  different  picture.  In  1992  the  Securities  and 
Exchange  commission  reported  in  its  Annual  Report: 

Despite  general  economic  conditions,  the  total 
dollar  amount  of  securities  filed  for  registration  with 
the  SEC  during  1992  reached  a  record  of  over  $700 
billion,  a  40  percent  increase  from  the  approximately 
$500  billion  registered  last  year.  The  number  of 
soared,  with  initial  public  offering  (IPO)  filings  of 
equity  or  debt  reaching  $66.5  billion,  an  increase  of 
about  53  percent  from  the  $43.6  billion  filed  in  1991. 

In  1993  the  Commission  reported  even  more  impressive 
results: 

The  decline  in  interest  rates,  the  burgeoning  need 
for  capital  for  businesses,  small  and  large,  and 
investor  demand  helped  to  fuel  a  record  level  of 
offerings  filed  for  registration  in  1993 .  More  than 
$868  billion  in  securities  were  filed  for  registration, 
including  over  $112  billion  of  initial  public 
offerings,  equity  and  debt,  and  over  $46  billion  by 
foreign  companies. 

At  present,  there  is  a  high  level  of  investor  confidence  in 
the  integrity  of  United  States  securities  markets.  According  to 
the  New  York  Stock  Exchange,  in  1990,  over  51  million  United 
States  citizens  directly  owned  corporate  stock,  with  tens  of 
millions  more  owning  stock  indirectly  through  institutional 
investors  which  in  aggregate  held  over  $2  trillion  in  equity 
securities  in  1992. 
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Private  litigation  performs  a  significant  roie  in  the 
maintenance  of  investor  confidence  by  enforcing  the  mandatory 
disclosure  system.  Former  SEC  Chairman  David  Ruder  noted  in  1989, 
that  in  recent  years  less  than  10  percent  of  cases  involving 
securities  or  commodities  have  been  brought  by  the  Government. 

William  R.  McLucas,  the  SEC's  Enforcement  Division  Director, 
significantly  amplified  Ruder 's  point: 

Due  to  the  Commission's  inability  to  address  all 
violations,  the  implied  private  right  of  action  under 
Section  10(b)  and  Rule  10(b) (5)  thereunder  is 
critically  important  to  the  effective  operation  of  the 
Federal  securities  laws.  As  the  Supreme  Court  has 
stated  repeatedly  over  the  last  thirty  years,  private 
actions  under  the  Federal  securities  laws  are  a 
"necessary  supplement"  to  the  Commission's  own 
enforcement  activities.  Given  the  continued  growth  in 
the  size  and  complexity  of  our  securities  markets  and 
the  absolute  certainty  that  persons  seeking  to 
perpetrate  financial  fraud  will  always  be  among  us, 
private  actions  will  continue  to  be  essential  to  the 
maintenance  of  investor  protection. 

On  the  basis  of  these  types  of  data  and  testimony,  there 
appears  to  be  only  undocximented  assertions  that  litigation  in 
some  way  has  impeded  capital  formation.  Specifically  there  were 
no  cases  offered  of  a  corporation  with  a  meritorious  stock 
offering  being  \uiable  to  sell  securities  to  investors. 

(B)  The  proponents  of  new  restrictions  on  private  litigation 
under  the  federal  securities  laws  also  urge  that:  "Companies, 
particularly  growth  firms,  say  they  are  sued  whenever  their  stock 
drops . " 

Several  witnesses  at  1993  Senate  Subcommittee  hearings  on 
Private  Litigation  under  the  Federal  Securities  Laws  testified 
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that  "companies  can  be  exposed  to  potential  litigation  whenever 
the  stock  price  falls  by  approximately  10  percent,  even  if 
there's  absolutely  no  violation  of  security  laws  or  fiduciary 
responsibility. " 

The  frequency  of  federal  securities  class  action  litigation 
was  a  much  investigated  topic  at  the  1993  Senate  Securities 
Subcommittee  hearings. 

Attached  to  the  testimony  of  William  R.  McLucas  was  a  much 
quoted  Appendix  A  based  on  data  from  the  Administrative  Office  of 
the  United  States  Courts,  summarizing  court  civil  filings  in  the 
United  States  District  Courts  between  1971  and  1992: 


CIVIL  FILINGS  IN  UNITED  STATES 
DISTRICT  COURTS,  1971-1992 

Data  supplied  by  Administrative 
Office  of  the  United  States  Courrs 
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There  were  two  quite  different  types  of  implications  that 
could  be  inferred  from  these  data.  From  a  pro-plaintiff 
perspective,  it  could  be  urged  that  the  number  of  securities  and 
class  filings  has  not  increased  because,  for  example,  there  were 
305  filings  in  1974,  and  268  filings  in  1992.  From  a  pro- 
defendant  perspective,  the  opposite  argioment  can  be  made  that  the 
number  of  lawsuits  has  dreunatically  increased  because  there  were 
108  filings  in  1987  and  1988,  and  268  in  1992. 


77 


Both  of  these  types  of  implications  are  wrong.  As  James  M. 
Newman,  pxiblisher  and  editor  of  the  Securities  Class  Action 
Alert,  accurately  testified  before  the  Senate  Securities 
Subcommittee : 

The  problem  is  that  numerous  suits  based  on  the 
same  or  similar  allegations  are  being  filed  against  the 
scune  company.  The  vast  majority  of  these  "look  alike" 
suits  are  eventually  consolidated  into  one  suit.  For 
example  in  1990,  Oracle  Systems  Corporation  was  named 
in  16  similar  suits  all  filed  from  March  29,  1990 
through  April  13,  1990.  On  April  29,  1990,  Judge  Vaughn 
R.  Walker  of  the  Northern  District  of  California 
consolidated  all  16  cases  into  one.  Sixteen  cases  were 
counted  in  the  statistics  used  in  supporting  the 
erroneous  notion  of  a  substantial  increase  in 
shareholder's  suits. 

Thus,  the  real  measure  of  the  level  of  litigation 
activity  can  only  be  determined  by  counting  the  number 
of  companies  sued  in  distinct  class  action  suits. 

The  number  of  companies  sued  is  substantially 
smaller  than  the  number  of  suits  filed  as  shown  in  the 
following  table. 


Number  of  Suits  Reported  by 
Administrative  Office  of 
U.S.  Courts 
Number  of  Companies  Sued* 
•May  be  increased  by  these 
unidentified  suits 


These  data  indicate  that  approximately  123.5  consolidated 
suits  were  filed  per  annum  between  1989  and  1992.  This  is  hardly 
the  litigation  explosion  suggested  by  proponents  of  new 
legislation  and  should  be  compared  to  the  greater  than  17,400 
companies  that  annually  file  with  the  SEC  (including  4,000 
investment  companies)  and  greater  than  3  million  business 


1,989 

1990 

X99X 

1992 

169 

326 

256 

265 

-  108 
4 

151 
4 

122 

5 

113 
0 

78 


corporations  that  file  federal  income  tax  returns  in  the  United 
States. 

Moreover  even  a  cursory  review  of  litigation  in  this  field 
makes  clear  that  the  federal  courts  regularly  dismiss  before 
trial  complaints  whose  sole  substance  is  a  description  of  a~^tock 
drop.  The  leading  treatise  on  federal  civil  procedure  has 
categorically  written  that  to  survive  dismissal  on  the  basis  of  a 
factually  insufficient  complaint  there  "must  be  detailed  .  .  . 
averments  such  as  the  time,  place,  the  identity  of  the  parties 
involved,  and  the  nature  of  the  fraud  ..."  Federal  securities 
claims  have  been  dismissed  when  they  were  "mere  conclusory 
allegations  to  the  effect  that  defendant's  conduct  was  fraudulent 
or  in  violation  of  Rule  lOb-5,"  or  that  defendant's  reports 
presented  a  "false,  misleading,  and  inflated  picture  of  assets, 
earnings,  and  business." 

(C)  The  proponents  of  new  restrictions  also  urge  that  none 
of  the  judiciary's  devices  to  discourage  frivolous  litigation 
such  as  Rule  9 (b)  which  permits  dismissal  on  the  basis  of  an 
inadequately  pleaded  complaint,  or  Rule  11  which  authorizes 
sanctions  for  filing  a  complaint  in  bad  faith,  successfully 
winnow  out  nonmeritorious  lawsuits. 

There  were  data  available  to  the  Senate  Subcommittee  on 
Securities  that  suggest  the  facts  are  quite  different.  Senator 
Domenici,  for  example,  sxunmarized  the  litigation  experience  of  a 
leading  —  if  not  the  leading  —  plaintiff's  litigation  firm 
which  in  1990  and  1991  filed  ill  cases,  and  found  that  38  percent 
were  dismissed  on  a  motion,  with  all  of  the  balance  subsequently 
settled.  Similarly  the  Bix  Six  accounting  firms  reported  that  in 
private  federal  securities  litigation  against  these  firms  between 
1990  and  1992: 
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Number  of  Cases 
Settled  (%) 

Number  of  Cases 
Dismissed  (%) 

Number  of  Cases 
Tried  (%) 

Number  of  Verdicts 
for  Defendants  (%) 

Number  of  Verdicts 
for  Plaintiffs  (%) 

Totals 


1990 

12 

(57) 

7 
(33) 

1 
(5) 


1 
(5) 

21 


1991 

27 

(59) 

11 
(24) 

4 
(9) 

3 

(7) 

1 
(2) 

46 


1992 

37 
(60) 

25 
(40) 
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And  the  Securities  Industry  Association  reported  that  in 
1992,  46  motions  to  dismiss  for  failure  to  meet  the  requirements 
of  Rule  9(b)  were  filed;  29  lawsuits  were  dismissed.  That  is  63 
percent  of  the  motions  to  dismiss  filed  were  successful. 

Collectively  these  data  suggest  that  in  1992  approximately 
40  percent  of  all  federal  securities  class  actions  filed  were 
dismissed  on  a  motion  before  trial.  One  may  reasonably  infer  from 
such  data  that  the  courts  are  highly  effective  in  winnowing  out 
nonmeritorious  lawsuits. 

It  is  also  clear  that  in  recent  years  federal  district 
courts  have  increased  their  willingness  to  sanction  plaintiffs' 
attorneys  for  frivolous  litigation  under  §  11(e)  of  the  Securities 
Act,  Rule  11  of  the  Federal  Rules  of  Civil  Procedure,  and  related 
standards.  In  1993  Rule  11  was  amended  by  the  Supreme  Court  to 
place  "greater  constraints  on  the  imposition  of  sanctions"  and  to 
"reduce  the  number  of  motions  for  sanctions  to  the  court"  because 
of  a  concern  that  this  Rule  had  been  excessively  used.  Rule  11 
remains  nonetheless  available  to  sanction  the  filing  of 
"frivolous"  or  "bad  faith"  complaints. 

To  put  matters  simply,  the  federal  district  courts  under  the 
current  regimen  of  rules  are  fully  capable  of  dismissing  and 
sanctioning  nonmeritorious  federal  securities  class  actions. 

There  is  a  more  profound  response  to  the  argument  that 
procedural  devices  such  as  Rules  9(b)  and  11  of  the  Federal  Rules 
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of  civil  Procedure  have  not  sufficiently  curtailed  nonneritorious 
suits.  Judicial  construction  of  the  siibstantive  law  of  §  10(b)  and 
Rule  lOb-5  of  the  Securities  Exchange  Act  has  substantially 
reduced  the  scope  of  permissible  litigation. 

Even  before  the  Supreme  Court's  1994  decision  in  Central 
Bank  of  Denver.  N.A.  v.  First  Interstate  Bank  of  Denver.  N.A. 
held  that  there  was  no  private  aiding  and  abetting  liability 
under  Securities  Exchange  Act  §10 (b),  the  Court  had  long, 
narrowly  construed  the  contours  of  that  Section.  Notably,  the 
Court  had  held: 

(1)  Private  standing  under  §  10(b)  and  Rule  lOb-5  is  limited 
to  actual  purchasers  or  sellers. 

(2)  A  private  claim  for  damages  under  §  10(b)  and  Pule  lOb-5 
may  not  lie  in  the  absence  of  an  allegation  of  intent  to  deceive, 
manipulate,  or  defraud  on  the  part  of  the  defendant.  An 
allegation  of  negligence  is  insufficient.  The  Court  reserved  and 
continues  to  reserve  the  question  of  whether  recklessness  will 
suffice. 

(3)  A  breach  of  fiduciary  duty  alone  will  not  violate  §10 (b) 
and  Rule  lOb-5.  There  must  be  proof  of  fraud. 

(4)  More  recently,  in  1991,  the  Supreme  Court  adopted  a  one- 
year-after-discovery  and  three-years-after-violation  statute  of 
limitation  for  Rule  lOb-5  litigation  that  typically  shortened  the 
earlier  applicable  limitations  period. 

(D)  Finally  proponents  of  new  restrictions  legislation  have 
emphasized:  "As  the  cost  of  defending  such  suits  is  high, 
companies  may  settle  regardless  of  the  merits," 

There  were  two  quite  different  types  of  claims  made  to 
support  this  argument.  First,  a  number  of  commentators  have  made 
the  inaccurate  assertion  that  well  over  90  percent  of  federal 
securities  class  actions  settle.  This  type  of  assertion  is  flatly 
wrong.  As  I  earlier  illustrated  in  recent  years,  approximateTy  40 
percent  of  federal  securities  class  actions  have  been  resolved  by 
a  judicial  dismissal  on  the  basis  of  a  defendant's  motion. 
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Second,  the  assertion  was  made  that  settlements  often 
represent  a  trivial  percentage  of  the  potential  damages.  This 
datum  was  cited  to  support  the  argument  that  the  "merits  do  not 
matter."  Most  securities  class  actions,  it  was  urged,  were,  in 
essence,  strike  suits  settled  for  less  than  the  cost  of  defending 
them  with  a  substantial  portion  of  the  settlement  amount  paid  to 
the  plaintiffs'  attorney. 

This  proved  to  be  the  most  controversial  issue  in  the  Senate 
Securities  Subcommittee  hearings.  There  were  several  studies 
offered  by  both  sides.  I  find  serious  methodological  deficiencies 
in  all  of  these  studies,  both  those  offered  for  the  proponents 
and  those  offered  by  the  opponents  of  new  legislation. 

Let  me  offer  one  exeunple  of  each  side's  analysis. 

Dr.  Vincent  O'Brien,  after  a  study  of  533  securities  class 
actions  in  the  five  year  period,  1988-1993,  reported  that  the 
cash  amount  of  settlement  was  6  percent  of  total  trading  losses 
for  purchasers  of  common  stock  during  the  relevant  period.  It  is 
important  to  bear  in  mind  that  the  6  percent  figure  was  generated 
by  a  random  sample  of  only  20  cases. 

A  fundaunental  difficulty  with  the  O'Brien  study  is  its 
confusion  of  investor  losses  with  recoverable  damages.  Section 
28(a)  of  the  Securities  Exchange  Act  limits  recoveries  to  "actual 
damages"  which  normally  is  calculated  to  mean  tort  or  out-of- 
pocket  damages.  As  a  practical  matter,  a  plaintiff  might  recover 
the  initial  purchase  price  minus  the  sales  or  stock  price  after 
corrective  disclosure  minus  market  movements  and  minus  other 
negative  factors  not  proximately  caused  by  the  defendants.  For 
example,  if  a  plaintiff  bought  stock  at  $50  and  sold  immediately 
after  corrective  disclosure  at  $30  during  a  period  when  an 
appropriate  stock  market  index  had  declined  20  percent,  and  the 
corporation  in  question  had  received  negative  news  unrelated  to 
the  alleged  securities  fraud  which  could  be  quantified  at  $5  per 
share,  damages  would  not  equal  $50  minus  $30  or  $20  as  O'Brien 
suggests,  but  rather  $50  minus  $30  minus  $10  (20  percent  market 
movement)  minus  $5  (unrelated  bad  news)  or  a  total  of  $5. 
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Even  use  of  the  $5  figure  as  a  baseline  for  what  damages  a 
plaintiff  should  recover,  however,  would  be  too  high.  The 
appropriate  settlement  value  of  a  lawsuit  has  also  to  be 
discounted  by  the  probability  of  winning  the  case  at  trial.  For 
example,  if  the  probability  of  a  plaintiff  winning  at  trial  was 
50  percent,  the  settlement  value  of  the  case  should  be  $2.50. 

O'Brien's  study,  in  essence,  suffers  from  two  flaws:  (1)  He 
did  not  use  actual  dzunages  under  the  federal  securities  law~in 
his  calculation  of  plaintiff's  recoverable  damages;  and  (2)  he 
made  no  effort  to  calculate  the  probability  of  recovery.  He  is 
not  unique  in  the  latter  deficiency.  No  large  survey  of  which  I 
am  aware  has  been  able  to  effectively  predict  litigation  outcomes 
with  scientific  precision.  While  I  have  some  sympathy  for  the 
difficulty  of  his  task,  I  must  emphasize  that  these  two 
deficiencies  significantly  undercut  the  reliability  of  his  study. 

The  opponents  of  new  legislation  fare  no  better  in  terms  of 
the  technical  quality  of  their  survey  results. 

A  study  by  a  leading  plaintiffs ■  expert  witness  economics 
consultant  began  with  the  premise  that  recoverable  damages  were 
equal  to  27.7  percent  of  investor  market  losses  and  accordingly 
concluded  that  in  20  cases  in  which  it  served  as  an  expert 
returns  through  settlements  were  equal  to  59.78  percent  of 
recoverable  damages. 

The  difficulty  with  this  computation  is  that  it  is  unclear 
what,  if  any,  validity  should  be  accorded  to  the  27.7  percent 
estimation.  The  percentage  of  investor  losses  that  can  be 
recovered  as  damages  will  vary  from  case  to  case.  There  are  no 
talismanic  numbers  here;  simply  the  caution  that  survey  results 
of  the  types  offered  both  by  proponents  and  opponents  of  new 
legislative  restrictions  on  federal  securities  class  actions  are 
•.miikeiy  to  accurately  compute  whether  plaintiffs  are 
appropriately  compensated  in  settlements  because  these  studies 
uniformly  fail  (1)  to  demonstrate  a  persuasive  methodology  by 
which  the  percent  of  potentially  recoverable  damages  has  been 
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estimated;  or  (2)  to  show  how  they  estimated  the  probable  outcome 
of  litigation. 

Does  this  mean  that  there  are  no  relevant  empirical  data  to 
take  into  account?  Quite  the  contrary,  the  available  data  suggest 
that: 

(1)  As  much  as  40  percent  of  Rule  lOb-5  claims  in  1992  were 
dismissed  by  courts  on  a  motion  by  defendants.  This  strongly 
suggests  that  nonmeritorious  suits  generally  do  not  survive  until 
settlement. 

(2)  Average  recoveries  in  federal  securities  class 
settlements  between  July  1991  and  June  1992  were  $10.33  million, 
and  between  July  1992  and  June  1993  were  $7.36  million. 

(3)  The  average  attorneys'  fees  according  to  NERA  were  equal 
to  28  percent  of  1991-1992  settlements  and  29  percent  of  1992- 
1993  settlements. 

These  data  are  not  consistent  with  arguments  that  "the 
merits  do  not  matter"  or  that  the  federal  securities  class  action 
is  primarily  a  vehicle  for  enriching  lawyers. 

Second,  the  Supreme  Court  decision  in  Central  Bank  of 
Denver.  N.A.  v.  First  Interstate  Bank  of  Denver.  N.A.  should  be 
legislatively  reversed. 

The  Central  Bank  decision  is  the  most  important  federal 
securities  law  decision  in  several  years.  By  a  5-4  vote,  the 
Court's  majority  held  that  a  private  plaintiff  may  not  maintain 
an  aiding  and  abetting  lawsuit  under  §10 (b)  or  Rule  lOb-5. 

This  was  an  unexpected  result.  Last  year  by  a  6-3  vote,  the 
Court  had  held  that  It  could  imply  a  private  right  of  action 
under  Rule  lOb-5  to  seek  contribution. 

Central  Bank  appears  to  resolve  many  issues  not  before  the 
Court.  It  is  difficult  to  understand  how  the  SEC  can  bring  an 
aiding  and  abetting  claim  under  Rule  lOb-5,  if  a  private  litigant 
cannot.  Certainly,  to  paraphrase  the  majority  in  Central  Bank, 
there  is  no  language  in  the  text  of  §  10(b)  that  justifies  such  a 
distinction.  Since  1980  when  the  Supreme  Court  in  Aaron  v.  SEC 
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adopted  the  same  scienter  standard  for  SEC  enforcement  actions 
that  it  had  earlier  adopted  for  private  causes  of  action  for 
damages,  the  conventional  wisdom  to  quote  Aaron  has  been  that  the 
same  construction  of  §10 (b)  "ineluctably"  applies  "regardless 
of  the  identity  of  the  plaintiff  or  the  nature  of  the  relief 
sought."  This  is  not  to  deny  that  the  Supreme  Court  can  surprise 
commentators  and  others  who  form  the  conventional  wisdom.  Nor  is 
it  to  deny  that  there  are  strategic  reasons  why  senior  attorneys 
at  the  SEC  may  not  wish  to  concede  the  likelihood  of  this 
conclusion  until  Court  decisions  compel  them  to  do  so. 
Nonetheless  it  appears  highly  probable  that  the  lower  courts  will 
conclude  that  the  logic  of  Central  Bank  equally  applies  to 
Commission  and  private  aiding  and  abetting  claims  under  §  10(b). 

Similarly  there  would  also  appear  to  be  no  principled  basis 
for  not  extending  the  logic  of  Central  Bank  to  prohibit  other 
implied  private  or  SEC  derivative  liability  claims  under  §  10(b) 
such  as  those  involving  respondeat  superior  or  conspiracy.  As  the 
four  dissenting  Justices  in  Central  Bank  wrote:  "[T]he  majority's 
approach  to  aiding  and  abetting  at  the  very  least  casts  serious 
doubt,  both  for  private  and  SEC  actions,  on  other  forms  of 
secondary  liability  that,  like  the  aiding  and  abetting  theoi^, 
have  long  been  recognized  by  the  SEC  and  the  courts  but  are  not 
expressly  spelled  out  in  the  securities  statutes." 

How  significant  will  these  restrictions  be  on  SEC  and 
private  enforcement  of  the  Federal  securities  laws?  Matters, 
here,  are  not  quite  so  clear. 

The  loss  of  the  conspiracy  theory  under  §10 (b)  adds  little 
to  the  loss  of  aiding  and  abetting.  There  have  been  relatively 
few  private  or  SEC  §  10(b)  conspiracy  cases  in  recent  years. 
Professor  Loss  and  I  have  written  elsewhere:  "Some  of  the  Rule 
lOb-5  cases  —  including  the  very  first  —  speak  also  in  terms  of 
conspiracy.  There  is  often  an  overlap  between  a  civil  conspiracy 
claim  and  an  aiding  and  abetting  claim.  Recent  court  decisions, 
moreover,  have  characterized  conspiracy  and  aiding  and  abetting 
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as  requiring  the  ssune  scienter  as  a  Rule  lOb-5  claim."  If  courts 
subsequently  follow  Central  Bank  and  conclude  that  there  are  no 
implied  claims  for  conspiracy  in  private  and  SEC  cases,  this 
would  not  appear  to  be  a  particularly  significant  loss. 

The  loss  of  respondeat  superior  liability  under  §  10(b)  is 
somewhat  more  significant,  particularly  in  private  claims  against 
brokerage  firm  principals  who  employ  brokers  who  have  violated 
the  federal  securities  laws.  But  even  here  the  elimination  of 
this  implied  theory  of  liability  is  not  a  matter  of  great 
moment.  Both  the  SEC  and  private  litigants  can  continue  to  hold 
principals  under  the  control  person  liability  provisions  of  the 
1933  and  1934  Acts.  The  principal  practical  difference  between 
respondeat  superior  and  control  person  liability  is  that  the 
control  person  liability  provisions  contain  defenses  which 
respondeat  superior,  at  least,  in  theory  does  not.  These  defenses 
apply  under  the  Securities  Act  when  "the  controlling  person  had 
no  knowledge  of  or  reasonable  ground  to  believe  in  the  existence 
of  the  facts  by  reason  of  which  the  liability  of  the  controlling 
person  is  alleged  to  exist"  or  under  the  Securities  Exchange  Act 
when  "the  controlling  person  acted  in  good  faith  and  did  not 
directly  or  indirectly  induce  the  act  or  acts  constituting  the 
violation  or  cause  of  action." 

The  major  significance  of  Central  Bank  would  appear  to  be  in 
§  10(b)  aiding  and  abetting  cases.  But  a  clear  distinction  must  be 
made.  The  SEC  retains  a  statutory  authority  to  discipline 
registered  broker-dealers  for  aiding  and  abetting  when  they 
engage  in  "willful"  misconduct.  The  Commission  retains  also  the 
authority  under  Rule  2(e)  of  its  Rules  of  Practice  to  discipline 
attorneys  and  accountants  who  willfully  aid  and  abet  securities 
violations.  Thus  the  Commission  can  continue  to  discipline 
broker-dealers,  attorneys,  and  accountants  who  aid  and  abet 
securities  law  violations  under  provisions  other  than  §  10(b). 
Nevertheless  the  Commission  has  frequently  relied  on  §10 (b) 
claims  against  securities  professionals  to  seek  monetary  relief 
and  the  Commission's  authority  to  seek  any  relief  for  aiding  and 
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abetting  against  persons  other  than  securities  professionals  may 
well  be  impaired. 

The  situation  with  private  litigants  is  less  sanguine.  They 
lack  the  Commission's  power  to  enforce  §15(b) (4) (E)  against 
broker-dealers  or  Rule  2  (e)  against  accovmtants  and  attomey»w 
Private  litigants  have  been  more  reliant  than  the  Commission  on 
§10 (b)  aiding  and  abetting  claims. 

To  be  sure,  many  of  the  persons  who  have  been  held  liable  as 
aiders  and  abettors  in  earlier  §  10(b)  cases,  at  least  in  some 
circumstances,  could  be  held  also  liable  as  primary  violators  of 
§10(b).  If  nothing  else,  Central  Bank  should  cause  the  lower 
courts  to  sharpen  the  often  murky  distinction  between  primary  and 
derivative  liability  iinder  §10(b). 

Given  the  recent  apparent  narrowing  of  §  10(b)  aiding  and 
abetting  licdsility  and  such  alternative  theories  as  primary 
§10(b)  liability,  expert  liability  under  §11,  and  seller 
liaibility  under  §12,  it  is  impossible  at  this  time  to  write  with 
precision  about   the  extent  to  which  Central  Bank,  reduces  the 
exposure  of  former  aiders  and  abettors  to  liaibility  under  §10 (b). 

Nonetheless  some  loss  did  occur.  Is  it  wise,  at  this  time, 
to  tolerate  anv  meaningful  reduction  in  the  deterrent  impact  of 
the  Federal  securities  laws?  I  believe  it  would  be  unwise  to  do 
so. 

The  Supreme  Court's  Central  Bank  decision  will  eliminate 
accounting  liability  in  private  and  probably  SEC  actions  for 
aiding  and  abetting  under  §10 (b)  and  Rule  lOb-5,  the  principal 
antifraud  provisions  of  the  federal  securities  laws.  This  mav 
reduce  the  deterrent  effect  of  these  provisions.  The  pressure  on 
accountants  to  perform  audits  of  the  highest  possible  quality 
will  be  reduced  at  approximately  the  same  time  there  appears 
already  to  have  been  some  deterioriation  in  audit  guality. 

Because  accountants  sign  financial  reports,  they  may  be  more 
likely  than  other  securities  professionals  to  be  held  primarily 
liable.  The  loss  of  SlO(b)  aiding  and  abetting  liability  will 
likely  prove  to  be  most  significant  for  attorneys,  broker- 
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dealers,  and  such  nonsecurities  professionals  as  cosmercial 
bankers . 

Third;  If  Central  Bank  is  legislatively  reversed.  Congress 
should  also  consider  other  limited  legislation. 

The  ultimate  public  policy  question  with  respect  to  aiding 
and  abetting  lieibility  is  suggested  by  the  following  paradigmatic 
case:  If  a  business  corporation  commits  fraud  in  the  sale  of 
securities  and  then  goes  bankrupt,  who  should  ultimately  bear  the 
loss?  Persons  who  provide  "substantial  assistance"  to  the  sale 
and  were  reckless  in  not  preventing  it  from  going  forward,  or 
investors  who  were  icfnorant  of  the  fraud.  Several  lines  of  logic 
support  the  wisdom  of  derivative  liability.  In  an  equitable 
sense,  aiders  and  abettors  are  less  innocent  than  investors 
because  of  their  recklessness  and  their  provision  of  substantial 
assistance.  In  an  economic  sense,  they  are  least  cost  avoiders  of 
a  fraud.  In  a  deterrence  sense,  by  increasing  the  cost  of 
recklessness  for  aiders  and  abettors,  we  may  deter  some  fraud. 

What  has  made  this  question  a  difficult  one,  however,  ~ts 
that  the  typical  aiders  and  abettors  —  such  as  attorneys  and 
accountants  —  can  also  claim  that  they  are  subject  to  excessive 
lietbility  in  the  sense  that  there  is  no  proportionate  liability 
and  the  primary  violator  may  be  bankrupt.  They  can  also  claim 
that  the  extent  of  their  liability  is  determined  not  by  their  own 
wrong,  but  by  the  misconduct  of  others. 

In  a  broader  economic  sense,  there  is  also  the  question 
whether  increasing  the  costs  of  providing  services,  such  as 
accounting,  can  be  justified  in  terms  of  the  amount  of  fraud  that 
may  be  deterred.  There  is  no  science  yet  known  for  quantifying 
the  dollar  value  of  fraud  avoided;  so  in  a  sense,  policy 
judgments  in  this  area  are  based  on  often  widely  varying  guesses 
as  to  whether  increased  fraud  avoidance  can  be  justified. 

Nonetheless,  reasoning  by  analogy  to  the  existing  remedial 
structure  of  the  Federal  securities  laws,  a  case  can  be  made  for 
some  form  of  proportionate  lieUsility  in  private  derivative 
lieibility  claims  under  §  10(b). 
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The  primary  responsibility  in  deterring  fraud  under  the 
Federal  securities  laws  is  borne  by  the  SEC  in  a  variety  of 
enforcement  proceedings,  and,  to  a  lesser  extent  by  the  Justice 
Department  in  criminal  prosecutions.  Against  securities 
professionals,  both  the  SEC  and  the  Justice  Department  continue 
to  have  authority  to  bring  actions  for  willful  aiding  and 
abetting  of  securities  claims.  Moreover  since  1990,  the 
Commission  has  been  authorized  also  to  seek  civil  monetary 
penalties  against  persons  who  violate  any  provision,  rule,  or 
regulation  of  the  Securities,  Securities  Exchange,  Investment 
Company,  or  Investment  Advisers  acts. 

Private  litigation,  in  contrast,  is  primarily  concerned  with 
compensation  of  fraud  victims.  As  §28 (a)  of  the  Securities 
Exchange  Act  succinctly  puts  it,  private  suits  for  damages  are 
limited  to  "actual  damages  on  account  of  the  act  complained 
of."  There  are  circumstances,  however,  in  which  the  Federal 
securities  laws  tolerate  the  undercompensation  of  fraud  victims 
in  light  of  countervailing  values  as  long  as  the  SEC  and  the 
Justice  Department  retain  the  ability  to  effectively  deter  fraud. 
Insider  trading  is  the  best  illustration  of  this  structure  of 
remedies.  Under  the  disgorgement  measure  of  damages,  the  remedy 
is  limited  to  the  amount  of  a  defendant's  wrongful  gain,  not  the 
plaintiffs'  loss.  So  if  corporate  insiders  sold  1,000  shares  of 
stock  while  in  possession  of  material  nonpublic  infoirmation  that 
"caused"  the  price  of  the  stock  to  drop  $5,  their  damages  would 
be  limited  to  $5,000,  regardless  of  how  many  shares  of  stock  were 
bought  by  plaintiffs  during  the  period  after  the  defendant  came 
into  possession  of  the  material  nonpublic  information  until'^hat 

information  was  disclosed.  The  purpose  of  this  "cap"  was  to 
avoid  exposing  defendants  to  potentially  unlimited  damages 
irrespective  of  the  magnitude  of  their  wrongful  gain. 

If  this  was  the  only  remedy  available  for  insider  trading, 
it  might  underdeter  fraud.  Shrewd  insiders  would  recognize  that 
it  might  pay  to  engage  in  insider  trading  since  the  probability 
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of  detection  is  less  than  100  percent,  but  dzunages  would  be 
limited  to  the  defendant's  actual  gain.  To  ensure  that  insider 
trading  is  deterred,  Congress  added  what  is  now  S21A  which 
permits  the  Commission  to  seek  to  recover  civil  monetary 
penalties  up  to  three  times  the  profit  gained  or  loss  avoided  as 
a  result  of  an  illegal  insider  purchase  or  sale.  Notably, 
however.  Congress  placed  a  $1  million  or  three  times  the  amount 
of  the  profit  gained  on  loss  avoided  monetary  limit  on  the  amount 
that  the  SEC  could  additionally  recover  from  controlling  persons. 
This  eunount  was  considered  sufficient  to  "increase  the  economic 
incentives  for  such  persons  to  supervise  vigorously  their 
employees,"  without  exposing  control  persons  to  the  type  of 
potential  unlimited  liability  that  had  persuaded  the  courts 
initially  to  adopt  the  disgorgement  remedy  in  private  §  10(b) 
litigation. 

A  similar  approach  may  be  appropriate  in  private  §  10(b) 
derivative  liability  claims.  In  1993,  the  Supreme  Court  held  in 

Musick  that  defendants  in  a  §10 (b)  claim  may  seek  contribution 
from  joint  tortfeasors  (that  is,  those  who  were  also  primarily 
liable) .  The  Court  did  not  resolve  how  contribution  should  be 
apportioned.  When  the  Federal  securities  acts  were  adopted  in 
1933  and  1934,  and  for  a  long  while  afterward  a  pro  rata  method 
(liability  is  divided  equally  among  the  defendants)  was  preferred 
by  the  commentators  and  courts.  More  recently,  the  lower  courts 
in  federal  securities  claims  have  adopted  fault  based  or 
proportionate  liability  approaches  to  contribution. 

Regardless  of  whether  a  pro  rata  or  proportionate  fault 
approach  is  employed,  the  practical  consequence  of  the  Musick 
decision  will  normally  be  to  reduce  the  actual  damages  exposure 
of  any  one  of  several  defendants  in  a  §  10(b)  case  to  an  amount 
less  than  joint  and  several  liability  for  the  entire  damages. 
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Accordingly  the  question  can  be  posed,  if  primary  defendants 
can  reduce  their  potential  damages  lieibility,  should  not 
derivative  parties  be  entitled  to  do  so  as  well?  In  terms  of 
relative  fault,  those  that  previously  would  have  been 
derivatively  liable  for  aiding  and  abetting  can  appropriately 
argue  that  they  were  engaged  in  a  lesser  form  of  fault  than  those 
primarily  liable,  and  logically  should  be  suibject  to  a  lesser 

damages  exposure.  As  long  as  the  SEC  and  Justice  Department 

retain  authority  to  deter  aiding  and  abetting,  this  argument 
carries  some  force. 

If  aiders  and  abettors  are  not  going  to  be  subject  to  joint 
and  several  liability,  a  proportionate  liability  system  is 
preferable  to  a  pro  rata  system  which  allocates  liability  almost 
fortuitously  depending  on  the  number  of  defendants  rather  than 
the  relative  degree  of  their  fault.  While  a  proportionate 
liability  system  will  necessitate  determinations  of  relative 
fault,  this  is  a  familiar  process  for  a  legal  system  that  has 
long  employed  such  concepts  as  comparative  negligence. 

Congress  today  and  earlier  has  held  hearings  on  whether  the 
result  in  Central  Bank  should  be  reversed.  I  believe  that  it 
would  be  desirable  to  adopt  legislation  restoring  aiding  and 
abetting  lieUaility  in  private  and  SEC  §  10(b)  cases,  but  limiting 
aiders  and  abettors  to  proportionate  lieUsility  except  in  the 
circvunstance  of  an  insolvent  primary  violator  whose  damages  are 
not  adequately  insured.  There  are  obviously  other  issues  that 
Congress  could  also  consider  —  for  example,  limitations  on 
bonuses  paid  to  named  plaintiffs,  and  what  should  be  the 
culpability  standard  under  §10(b).  But,  at  this  time, 
legislatively  reversing  Central  Bank,  in  my  opinion,  should  be 
the  priority. 
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Mr.  Markey.  Thank  you,  Professor,  very  much. 

Our  next  witness.  Professor  John  Coffee,  Jr.,  is  the  Adolf  Berle 
Professor  of  Law  at  Columbia  Law  School.  He  is  the  coauthor  of  a 
case  book  on  securities  law.  He  is  a  member  of  the  Subcouncil  on 
Capital  Markets  of  the  U.S.  Competitiveness  Policy  Council,  which 
is  now  studying  the  impact  of  securities  litigation. 

Welcome  to  the  subcommittee,  Professor.  We  look  forward  to  your 
views. 

STATEMENT  OF  JOHN  C.  COFFEE,  JR. 

Mr.  Coffee.  Good  morning  and  thank  you  for  inviting  me.  I  have 
prepared  for  you  a  short  outline  with  the  title,  "What  We  Know 
and  Don't  Know  About  Federal  Securities  Class  Actions".  And  that 
is  meant  to  express  the  fairly  equivocal  state  of  knowledge. 

There  are  some  puzzles  and  I  think  scholars  like  myself  have  to 
be  careful.  But  there  are  some  things  that  we  can  tell  you,  and  it 
must  seem  fairly  obnoxious  for  many  of  you  to  hear  professors  come 
in  and  say  this  over  and  over,  but  there  are  some  areas  in  which 
the  data  that  is  objective  and  is  verifiable  doesn't  confirm  conven- 
tional wisdom,  even  though  that  conventional  wisdom  is  very  sin- 
cerely believed. 

Mr.  Seligman  has  dealt  with  some  of  these  and  I  don't  think  it 
is  useful  to  go  through  all  of  the  numbers,  but  it  is  not  really  pos- 
sible to  make  a  claim  that  there  has  been  a  recent  epidemic  of  se- 
curities litigation.  It  is  not  possible  to  make  a  strong  argument  that 
a  10  percent  drop  in  your  stock  price  means  automatic  litigation. 
You  can  find  that  the  basic  rate  of  getting  sued  is  1.8  or  2.7  per- 
cent. That  may  not  be  good,  but  it  is  not  evidence  by  itself  of  a  cri- 
sis. 

It  is  a  more  general  claim  we  hear  a  lot  of.  This  is  a  claim  that 
the  merits  don't  matter  in  securities  litigation.  The  most  recent  em- 
pirical evidence  tends  to  suggest  there  is  very  high  variance  in 
some  settlements.  Some  settle  low,  some  settle  high.  That  is  con- 
sistent with  the  merits  mattering  a  good  deal. 

I  suggest  we  not  get  involved  with  this  binary  debate  with  one 
side  saying  the  merits  do  matter  and  one  side  saying  they  don't. 
I  believe  it  is  possible  the  merits  may  not  matter  enough  and  there 
are  ways  we  can  make  the  merits  of  the  case  more  important  in 
terms  of  the  impact  on  settlements.  And  I  will  try  to  deal  with  that 
at  the  end  of  my  testimony. 

We  also  hear  the  statement  that  securities  class  actions  focus 
uniquely  or  primarily  on  high-tech  industries.  The  studies  I  cite 
tend  to  put  real  estate,  savings  and  loan,  finance  and  retail  broker- 
age trade,  tend  to  put  them  at  an  equal  rate  as  high-tech  indus- 
tries. There  may  be  an  impact  but  high-tech  firms  don't  rank  at  the 
top  of  the  charts  in  terms  of  litigation. 

There  is  also  a  view  that  stock  drops  will  be  devastating.  That 
also  doesn't  bear  out  very  well.  There  is  a  recent  study  by  Univer- 
sity of  Chicago  business  professors  that  takes  51  high-tech  firms 
that  had  a  20  percent  drop  in  their  earnings  and  sales.  That  would 
be  a  very  high-risk  population,  but  only  one  of  those  firms  got  sued. 
I  don't  think  that  we  can  say  that  securities  litigation  is  a  unique 
problem  in  the  high-tech  industry. 
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Now,  the  accounting  industry  is  also  an  area  that  is  very  much 
targeted  by  securities  litigation,  and  there  is  no  question  that  ac- 
countants have  experienced  a  very  sharp  increase  in  the  number 
of  actions  filed,  and  the  settlements  paid. 

But  what  explains  this?  These  actions  have  been  very  dispropor- 
tionately against  the  big  six.  That  is  very  different  than  what  is 
happening  in  the  underwriting  or  legal  industries  where  it  is  the 
smaller  firm  that  gets  sued. 

I  suggest  the  most  likely  hypothesis  that  explains  the  sudden  in- 
crease in  payments  and  suits  against  accountants  is  the  1980's  de- 
bacle in  the  savings  and  loan  and  banking  industries.  That  had 
caused  a  temporary  crisis.  But  to  use  a  very  simple  analogy,  it  is 
as  if  a  boa  constrictor  had  swallowed  a  very  large  rat  and  that  was 
slowly  passing  through  the  snake  and  being  digested.  We  have  a 
temporary  crisis,  a  one-time  blip.  It  is  a  simple  image  but  I  think 
we  should  be  aware  that  we  may  be  seeing  a  temporary  phenome- 
non. 

Savings  and  loans  cases,  I  was  reading  about  one  this  morning 
on  the  front  page  of  the  Post.  You  see  $1  billion  in  payments  made 
by  the  accounting  industry,  simply  to  Federal  regulators.  But  sav- 
ings and  loan  cases  count  for  about  one  quarter  of  accountant  set- 
tlements over  the  last  5  years. 

They  also  account,  much  more  importantly  and  disproportion- 
ately, for  43  percent  of  all  dollars  paid  in  accounting  settlements. 
And  I  think  if  you  back  those  out,  because  the  S&L  cases  will  not 
go  on  forever,  the  statutes  of  limitations  are  running  and  I  think 
we  are  beginning  to  see  the  end  of  that  crisis,  the  nature  of  the  cri- 
sis will  be  somewhat  abated.  I  think  that  we  are  looking  at  this 
from  a  unique  historical  moment. 

OK.  Now,  I  have  been  saying  that  some  things  are  amiss.  I  hap- 
pen to  believe  there  are  some  problems  out  there.  I  don't  want  to 
be  understood  to  be  just  telling  you  the  Pollyanna  side  of  the  story. 
I  think  this  case  does  settle  in  large  part  on  non-merits-related  fac- 
tors, on  litigation  cost  differentials,  under-risk  aversion  of  plaintiffs 
and  other  factors.  And  it  is  true  that  a  relatively  low  percentage 
of  investor  losses  is  recovered  in  class  actions. 

The  most  important  new  point  that  I  think  I  can  make  to  you 
is  that  securities  class  actions  tend  to  police  a  very  wide  continuum 
of  misbehavior  from  flagrant  fraud  to  negligently  made  stock  fore- 
casts. And  rather  than  deal  with  a  remedy  that  across  the  board 
chills  all  securities  class  actions,  I  think  we  should  think  more 
about  the  context. 

One  recent  study  looking  at  all  security  class  actions  identifies 
227  brought  against  accountants  and  finds  that  54  of  those  in- 
volved flagrant  fraud.  That  is  about  a  quarter  flagrant  fraud  where 
people  were  going  to  prison. 

Another  34,  however,  about  15  percent,  involve  forecast,  simple 
earnings  forecasts  without  any  fact  that  was  actually  clearly 
wrong,  but  a  prediction  that  proved  false.  I  believe  that  is  the  other 
end  of  the  continuum. 

And  it  may  be  important  to  think  about  ways  to  focus  our  litiga- 
tion engine,  which  is  very  powerful,  on  the  flagrant  fraud  or  the 
other  misstatement  case,  and  take  some  gas  out  of  the  engine  when 
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we  are  dealing  with  the  forecast  or  the  application  of  the  future, 
because  applications  always  will  prove  wrong. 

Again,  the  University  of  Chicago  study  that  I  was  pointing  to 
earlier  identifies  a  litigation  sample  of  45  high-tech  firms.  This 
time  they  were  looking  at  the  firms  in  the  high-tech  industries  that 
were  sued,  and  they  found  that  out  of  those  45,  28  of  them,  of  those 
litigations,  were  based  on  earnings  forecasts  that  proved  to  be  over- 
stated. ^ 

I  want  to  come  back  and  deal  with  what  I  think  is  a  response 
to  that,  but  particularly  in  the  high-tech  field,  it  tends  to  be  the 
forecast  that  is  the  subject  of  litigation. 

And  I  would  offer  to  you  three  basic  responses.  One  deals  with 
the  litigation  cost  differential.  It  makes  it  much  cheaper  for  plain- 
tiffs to  sue  than  defendants  by  encouraging  early  offers  of  settle- 
ment that  penalizes  the  plaintiffs  attorney  who  rejects  a  settle- 
ment offer  and  does  less  well,  by  reducing  the  fee  formula  that  he 
can  receive. 

Second,  and  more  importantly,  I  think  there  is  a  governance 
problem  in  class  actions,  and  we  need  to  deal  with  that  governance 
problem.  It  is  anomalous  that  the  plaintiffs  representing  a  multi- 
million  dollar  class  action  may  represent  clients  who  individually 
hold  only  a  few  hundred  shares. 

There  used  to  be  no  answer  to  this  problem.  But  today  there  is. 
Institutional  investors  do  own  something  like  50  percent  of  the 
stock  in  America.  When  you  look  at  securities  class  actions,  be- 
cause they  trade  much  more,  they  are  at  an  even  higher  share  of 
the  stock  traded  during  the  class  period. 

There  are  ways  I  think  we  can  get  greater  representation,  over- 
sight and,  in  a  sense,  political  legitimacy  into  the  steering  commit- 
tee that  has  control  of  the  securities  class  action  by  establishing 
procedures  under  which  the  court  will  solicit  representative  groups 
of  shareholders,  including  the  major  pension  funds,  the  other  insti- 
tutional investors  who  I  think  are  fairly  unbiased  proxies  for  share- 
holders, so  that  would  be  a  representative  body  that  I  think  could 
do  a  number  of  things  to  give  better  governance  to  the  shareholder 
class  action. 

This  is  a  political,  normative  concern  that  is  independent  even  of 
the  empirical  data.  We  should  have  legitimacy  in  this  process  just 
as  we  have,  I  think,  much  greater  accountability  and  corporate  gov- 
ernance in  a  number  of  other  areas. 

Finally,  I  would  suggest  there  is  a  case  for  a  safer,  less  shallow 
safe  harbor  for  projections  of  soft  information  and  earnings  fore- 
casts. The  existing  safe  harbor.  Rule  175,  is  frankly  too  shallow 
and  it  is  not  much  used  by  the  practicing  bar. 

I  think  there  are  ways  that  we  could  have  a  stronger  safe  harbor, 
one  that  doesn't  in  effect  make  a  negligent  forecast  alone  a  basis 
for  litigation,  without  turning  this  over  to  allow  anything  goes,  and 
there  are  all  kinds  of  intermediate  tests  that  could  be  used,  so  that 
by  creating  a  greater  safe  harbor  for  the  earnings  forecast  we  are 
not  interfering  at  all  with  the  true  fraud  suit  or  the  suit  involving 
historical  misstatements  of  fact,  and  thus  we  are  creating  incen- 
tives at  the  outset  for  the  plaintiffs  bar  to  focus  on  other  cases. 

I  don't  have  time  to  go  through  all  of  these  in  detail.  I  would 
want  to  take  a  minute  more  on  institutional  investors. 
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I  think  the  governance  reform  is  the  one  that  historically  has 
come.  We  have  seen  in  every  other  area  of  corporate  accountability 
that  institutional  investors  have  revolutionalized  things.  The 
shareholders,  voting  for  the  board  of  directors,  their  impact  has 
been  felt.  It  has  not  yet  been  felt  in  the  area  of  shareholder  litiga- 
tion. 

There  are  simple  rules  on  which  the  court  can  be  instructed  be- 
fore selecting  lead  counsel,  for  example,  that  they  should  solicit 
shareholder  groups  to  try  to  represent,  in  the  case  of  public  pension 
funds,  10  or  12  percent  of  the  stock. 

Now,  what  could  institutional  shareholders  do?  Very,  very  brief- 
ly— and  I  will  stop  at  this  point — ^they  could  nominate  lead  counsel 
so  the  court  has  some  discretion.  They  could  propose  fee  formulas. 
They  could  oversee  the  staffing  of  the  action.  They  could  impose 
settlements. 

Possibly,  in  a  very  few  cases,  they  would  be  in  a  position  to  op- 
pose class  certification  if  they  think  the  merits  of  the  action  were 
not  adequate  so  that  at  the  outset,  there  would  be  someone  telling 
the  court  on  behalf  of  shareholders  that  this  was  not  an  action  that 
was  in  the  best  interests  of  the  corporation. 

I  think  at  this  point  it  is  better  for  me  to  stop  and  let  others  have 
their  say. 

[The  prepared  statement  of  John  C.  Coffee,  Jr.  follows.] 
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TESTIMONY  of  PROFESSOR  JOHN  C.  COFFEE,  JR. 

Adolf  A.  Berle  Professor  of  Law 
Columbia  University  Law  School 


WHAT  WE  KNOW  AND  DON'T  KNOW:  A 
VERY  SHORT  PRIMER  ON  SECURITIES  CLASS  ACTIONS 

by  John  C.  Coffee,  Jr.' 


This  outline  has  a  modest  purpose  and  scope:  It  seeks  only  to  examine  recent 
assertions  about  securities  class  actions  in  light  of  the  latest  available  empirical  research. 
It  is  neither  comprehensive  in  its  coverage  nor  exhaustive  in  its  research.  Although  it  finds 
that  many  commonly-made  critiques  rest  on  little  more  than  hasty  anecdotal  impressions, 
it  does  not  assert  that  all  is  well  with  this  field  or  that  settlements  of  securities  class  actions 
are  determined  only  based  on  the  factual  merits  of  cases.  The  author  s  personal  (and 
inevitably  subjective)  judgment  is  that  the  merits  do  matter  --  but  not  enough.  Legislative 
responses  should  therefore  focus  on  how  to  make  the  merits  matter  more,  but  should  not 
start  from  the  faulty  premise  that  the  merits  are  irrelevant  today.  Although  some  legislative 
corrections  are  both  possible  and  sensible,  realism  requires  the  recognition  that  the 
proposals  discussed  in  this  memorandum  will  probably  have  only  a  marginal  impact.  But 
more  sweeping  measures  or  prophylactic  rules  do  not  seem  justified. 

1.  What  Do  We  Really  Know? 

A.  The  Myths 

Much  of  what  the  Bar  believes  about  securities  class  actions  does  not  stand  up  under 
close  scrutiny.   In  particular,  six  myths  stand  out: 

Myth  No.  1:  There  has  been  an  epidemic  of  securities  litigation."  The  first  and 
greatest  myth  about  securities  class  actions  is  that  there  has  been  a  recent  explosion  of 
them.  In  fact,  over  the  last  twenty  years,  securities  class  actions  have  remained  fairly  stable 
on  a  percentage  basis,  representing  about  10%  of  all  class  actions  filed.'  As  a  percentage 
of  total  federal  court  filings,  securities  class  actions  have  decreased  significantly  because  the 
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number  of  federal  tilings  has  increased  by  more  than  120%  over  the  last  twenty  years  to 
229,850  in  1993.  On  this  basis,  the  298  securities  class  actions  filed  during  1993  amount  to 
around  .13%  of  new  civil  actions  filed  in  federal  court  during  1993,  and  the  723  pending 
securities  class  actions  as  of  the  end  of  1993  represented  only  .32%  of  all  pending  federal 
civil  actions  as  of  that  date.  Statistically  then,  securities  class  actions  are  a  drop  in  the 
proverbial  bucket  in  terms  of  the  logistical  burdens  on  the  federal  courts. 

In  absolute  numbers,  there  has  in  truth  been  some  recent  increase  in  filings.  From 

1973  to  1989,  the  total  number  of  securities  class  actions  declined  from  a  peak  of  30S  in 

1974  to  as  little  as  86  during  one  year  in  the  1980s.  Then,  beginning  in  1990,  this  number 
jumped  to  315,  299,  268,  and  298  in  1990,  1991,  1992,  and  1993,  respectively.^  But  this 
increase,  which  was  in  any  event  consistent  with  the  pattern  during  the  1970s,  pales  in 
comparison  to  the  increase  in  IPOs  and  other  common  stock  issues  (There  were  819  IPOs 
in  1993  and  1,489  registered  common  stock  issues  --  which  is  over  a  1000%  increase  from 
1974).'  Finally,  all  these  numbers  are  inflated  by  the  tendency  for  multiple  actions  to  be 
filed  against  the  same  company,  each  action  arising  out  of  the  same  transaction  or 
disclosure.  For  example,  in  1992.  74  securities  class  actions  were  brought  against  just  five 
compames.  most  of  which  actions  were  eventually  consolidated:  one  unlucky  company  was 
the  recipient  by  itself  of  twenty  separate  complaints.^ 

The  National  Association  of  Securities  and  Commercial  Law  Attorneys  ( "NASCAT"). 
an  organization  of  plaintiffs'  attorneys,  has  prepared  the  following  chan  that  shows  the 
interrelationships  between  these  various  figures:^ 


Increase  in  Stock  Offerings.  Trading  and  Class  Action  Suits 


1974 
$9 

1993 
$819 

Percent  Increase 

AU  IPO  Issues 

1000.00'^c 

All  IPO  Proceeds 

$98,800,000 

$57,439,500,000 

58037. 15^c 

All  Common  Stock  Issues 

S114 

$1,489 

I206.14<^c 

All  Common  Stock  Proceeds 

$2J6 1,600.000 

$102,334,100,000 

4233.25% 

NYSE  Share  V  olume 

$3,517,700,000 

$66,923,300,000 

1802.47^c 

NASDAO  Share  Volume 

$1,180,000,000 

$66,000,000,000 

5544.07% 

NYSE  DoUar  Volume 

$96,859,000,000 

$2,283,390,000,000 

2257.44% 

NASDAO  DoUar  Volume 

$18,685,000,000 

$1,350,100,000,000 

7125.58% 

Class  Action  Lawsuit 

$305 

$298 

-2_W% 
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This  chan  may  overstate  the  decrease  in  class  actions  between  1974  and  today,  because  1974 
was  the  peak  year  during  the  1970s,  but  it  does  reveal  that  there  has  been  no  recent 
explosion  of  securities  litigatioa  particularly  when  measured  against  the  most  obvious 
economic  benchmarks. 

In  this  light,  the  belter  measure  of  the  frequency  of  securities  class  actions  is  the 
number  of  public  companies  sued.  For  the  years  1989,  1990,  1991  and  1992.  these  figures 
were,  respectively,  112,  155,  127,  and  113.'  As  of  1993,  there  were  approximately  14.000 
"public"  reporting  companies  plus  some  3,000  registered  investment  companies  (i.e..  mutual 
funds).  If  we  add  these  two  classes  and  get  the  figure  of  17,000,  then  a  "ball  park"  estimate 
of  the  percentage  of  U.S.  public  corporations  sued  each  year  in  securities  class  actions  falls 
to  under  1%.  In  my  judgment,  this  statistic  may  understate  the  real  risk  for  larger 
companies,  because  smaller  "phantom  public"  companies  (i.e.,  those  with  total  shareholders 
in  the  300  to  1,000  range)  will  seldom  become  the  target  of  private  securities  litigation  as 
they  do  not  have  sufficient  outstanding  shares  or  share  turnover  to  yield  damages  in  the 
neighborhood  of  S20  million.  But  even  on  this  adjusted  basis,  the  aimual  risk  of  being  sued 
in  a  securities  class  action  for  a  company  falling  within  the  public  range  probably  does  not 
exceed  2%  to  3%  at  most. 

Myth  No.  2:  "All  it  takes  is  a  10%  stock  drop  and  you'll  be  sued."  Hyperbole 
abounds  in  this  context,  and  a  favorite  claim  of  defendants  is  that  plaintiffs"  attorneys 
automatically  sue  on  any  significant  stock  drop.  Or,  as  some  phrase  it:  plaintiffs"  attorneys 
have  wired  their  Quotrons  to  their  word  processors  to  print  out  Rule  lOb-5  complaints  on 
any  substantial  stock  price  decline.  As  the  foregoing  data  indicates,  however,  the  annual 
base  expectancy  rate  of  a  securities  class  action  in  the  case  of  a  public  company  is  probably 
somewhere  in  the  2%  to  3%  range.  From  this  fact  alone,  it  is  unlikely  that  stock  drops 
could  automatically  produce  securities  litigation.  But  even  better  data  is  available. 
Plaintiff"s  attorneys  conunissioned  a  study  by  an  economic  consulting  firm  that  found  over 
33.000  one-day  stock  drops  between  1986  and.1992.  but  only  1.584  securities  class  actions 
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tiled  over  this  same  period.'  More  importantly,  of  companies  actually  experiencing  a  one- 
day  stock  drop  of  10%  or  more,  only  1.8%  were  sued  in  1992  and  2.7%  in  1991.*  The 
highest  correlation  found  was  4.7%  in  1989.  Of  course,  this  percentage  might  rise  if  this 
study  focused  more  narrowly  on  high-tech  companies  with  substantial  stock  price  volatility 
and  high  stock  turnover,  but,  no  matter  how  the  data  is  packaged,  lawsuits  are  far  from  an 
automatic  response  to  a  sudden  stock  price  decline.  My  own  guess  is  that  the  following 
three  criteria  -  (1)  a  significant  stock  drop  following  a  material  adverse  disclosure,  (2)  a 
preceding  sell-off  by  insiders,  and  (3)  a  sufficient  turnover  to  generate  potential  damages 
in  the  S20  million  range  -  would  generate  a  high  correlation  with  subsequent  securities  class 
litigation.  But  if  suspicious  trading  by  insiders  triggers  securities  litigation,  it  is  hard  to  call 
this  an  abuse. 

Mvth  No.  3:  The  merits  don't  matter."  This  provocative  claim  was  raised  by 
Stanford  Law  Professor  Janet  Cooper  Alexander  in  an  article  that  surveyed  a  relatively  small 
number  of  securities  class  actions  involving  initial  public  offerings  ('IPOs").'  Although  her 
conclusions  were  carefully  qualified,  she  found  that  all  the  actions  in  her  survey  settled  for 
about  25%  of  the  potential  damages,  suggesting  that  factors  unrelated  to  the  merits  (such 
as  the  availability  of  insurance)  had  greater  impact.  Since  that  time,  more  recent  surveys 
involving  much  larger  samples  have  found  considerable  variance  in  the  settlement  oi 
securities  class  actions.  For  example,  a  study  of  93  securities  class  actions  involving  IPO\ 
by  SMU  Professors  Drake  and  Vetsuypens  found  that  the  median  value  of  settlements  in 

comparison  to  aftermarket  losses  was  23.8%  (a  figure  quite  close  to  Professor  Alexander's 
25%  finding),  but  they  also  found  high  variance.'"  Although  all  of  Professor  Alexander's 
cases  settled  between  20%  and  27%  of  the  maximum  potential  damages.  Professors  Drake 
and  Vetsuypens  found  that  the  bottom  quartile  of  cases  in  their  survey  settled  for  11.1%  on 
average  while  the  highest  quartile  settled  for  44.5%  on  average."  This  is  at  least 
consistent  with  the  merits  mattering  a  good  deal  (although  other  factors,  such  as  stock 
volatility,  insurance,  and  multiple  defendants,  could  have  equal  or  greater  impact). 
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Even  more  probative  is  a  recent  study  by  Steven  and  Renee  Marino  of  class  action 
settlements  involving  accounting  firms. '■  Breaking  settlements  down  into  categories  based 
on  their  underlying  allegations,  they  find  that  in  cases  involving  "flagrant  fraud"  (e.g..  Ponzi 
schemes,  embezzlements,  market  manipulation,  and  other  forms  of  clearly  criminal  behavior 
by  the  client)  accountants  contributed  five  times  more  to  the  settlement  fund  than  in  those 
falling  under  other  categories.'-*  In  fact,  while  "flagrant  fraud"  cases  represented  only  38% 
of  settlements  involving  accountants,  these  cases  accounted  for  59%  of  the  total  payments 
by  accountants  in  securities  class  actions.'''  This  is  strong  evidence  that  the  merits  matter, 
at  least  in  terms  of  the  generic  character  of  the  underlying  allegations. 

Still,  even  if  Professor  Alexander's  implicit  claim  that  the  merits  do  not  matter  seems 
overstated,  it  is  far  from  clear  that  the  merits  matter  enough.  In  particular,  recent  research 
has  led  others  to  conclude  that  non-merits  related  factors  --  most  notably,  the  volatility  of 
the  stock  and  the  availability  of  assets  to  satisfy  a  judgment  --  matter  more  than  the  legal 

merits.  Thus,  a  recent  study  by  Dunbar  and  Juneja  (discussed  later)  finds  that  the  inclusion 
of  a  co-defendant,  such  as  a  law  firm  or  an  accounting  firm,  added  over  50%  to  the  expected 
settlement  value  of  a  class  action.  Because  additional  professional  defendants  do  not 
logically  increase  the  probability  that  fraud  has  occurred  (but  they  do  increase  the  available 
asset  pool),  this  is  at  bottom  a  finding  that  a  non-merits  related  factor  --  asset  availability  - 
-  may  have  greater  explanatory  power  in  explaining  settlement  dynamics  than  the  merits, 
themselves. 

Mvth  No.  4.  Securities  class  actions  imperil  capital  formation  in  high-tech  industries, 
particularly  the  computer  industry."  This  claim  has  been  made  by  some  commentators,  but 
disputed  by  others.  In  a  study  of  533  class  actions.  Vincent  O'Brien  and  Richard  Hodges 
find  that  a  disproportionate  share  of  [securities]  cases  were  against  young  medium-sized 
high  technology  firms.'"  However,  the  data  in  their  study  showed  a  much  higher 
percentage  of  the  cases  to  be  against  "finance,  insurance  and  real  estate"  (22.3%)  than 
agamst  all  varieties  of  companies  producing  "industrial  machinery  and  equipment,  including 
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computers'  ( I3i.l'7c).  Other  studies  show  a  similar  pattern.  The  Marino  and  Marino  study 
of  professional  settlements  found  that  of  the  229  settlements  it  surveyed  involving 
accountants,  lawyers  or  underwriters,  the  most  heavily  represented  industries  were  real 
estate  (33  cases),  finance  (24  cases),  retail  trade  (18),  computer  manufactunng  (18). 
brokerage  institutions  (18),  and  oil  and  gas  (15). 

Another  still  unpublished  study  by  professors  at  the  Chicago  Business  School  also 

doubts  that  securities  class  actions  focus  disproportionately  on  high-tech  industries.  They 
find  that  the  typical  firm  sued  in  a  securities  class  action  has  "smaller  overall  volatility  of 
returns"  (but  does  have  somewhat  larger  systematic  risk  than  their  peers  in  the  same 
industry).'*  As  they  note,  this  finding  does  "not  confirm  the  conventional  wisdom  that 
returns  volatility  and  poor  price  performance  are  the  sole,  or  even  the  major,  determinants 
of  class  action  litigation. '^  Rather,  they  find  a  puzzling  faaor  --  firm  size  --  to  have  a 
substantial  relationship  with  which  issuers  get  sued.  Again,  this  factor  may  relate  to  asset 
availability. 

In  a  companion  study,  these  three  same  authors  specifically  focused  on  "the  extent 
to  which  firms  in  the  biotechnology,  computing,  elearonics  and  retailing  industries  who 
disclosed  adverse  earnings  were  targets  of  shareholder  litigation  during  1988-1992."'*  They 
identified  a  sample  of  51  firms  that  experienced  a  severe  decline  (i.e.,  20%  or  greater)  in 
earnings  and  sales.  Yet,  of  these  51  firms,  only  one  was  sued.  Their  conclusion  was  that 
"even  a  precipitous  earnings  decline  does  not  by  itself  lead  inevitably  to  a  shareholder 
lawsuit."'^  Interestingly,  they  find  that  shareholder  litigation  tends  to  focus  more  on 
earnings  forecasts  than  earnings  aimouncements.^ 

Of  course,  these  findinp  do  not  deny  that  there  may  be  a  burden  on  high-tech 
companies  or  that  the  threat  of  litigation  may  not  affect  their  ability  and  willingness  to 
disclose  soft  information.  Dunbar  and  Juneja  estimate  that  over  $440  million  has  been  paid 
by  high-technology  firms  in  securities  class  actions  over  a  two  year  period  in  the  earK 
1990s."'    The  volatility  of  high-tech  stocks  may  magnify  the  damages  from  a  rmsleading 
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disclosure  or  omission  or  may  simply  make  them  a  more  inviting  target  for  litigation  for  any 
shortfall  beneath  projected  earnings.  But  if  so.  the  better  answer  would  be  to  focus  on  these 
types  of  cases  and  not  chill  all  securities  class  actions.  As  discussed  below,  safe  harbor  rules 
for  projections  may  be  the  answer  most  responsive  to  this  problem. 

Mvth  No.  5:  'The  accounting  profession  faces  extinction  unless  securities  litigation 
against  it  is  curtailed."  Accountants  unquestionably  have  experienced  a  significant  increase 
in  both  the  number  of  cases  filed  against  them  and  in  the  settlements  that  they  pay.  The 
Marino  and  Marino  study  of  accounting  settlements  shows  the  contribution  paid  by 
accountants  rose  from  $880,000  in  1990  to  $2.4  million  in  1992  (then  fell  to  $1.37  million 
in  1993).  .Accountants  also  bear  a  large  percentage  share  of  the  total  settlement  (39<^c)  in 
those  settlements  to  which  they  contribute.  Interestingly,  Big  Six  accountants  were 
defendants  in  70%  of  the  cases  surveyed  by  this  study  and  paid  82%  of  the  total  amount 
(S482  million)  paid  by  all  accounting  firms  in  this  sample.  The  University  of  Chicago  study 
also  finds  that  over  the  1988-1991  period  securities  defendants  were  significantly  more  likely 
to  be  audited  by  a  Big  Six  auditor. 

What  do  these  facts  imply?  One  distinct  possibility  is  that  the  recent  increase  in 
accounting  liability  seems  closely  tied  to  the  1980s'  debacle  in  the  savings  and  loan  and 
banking  industry.  During  1989-1993,  "S&L"  and  banking  cases  accounted  for  nearly  one 
quaner  of  all  accounting  settlements  but  an  even  greater  43%  of  all  dollars  paid  in 
settlements  by  accountants.  More  recently,  the  Marino  and  Marino  study  finds  that 
S&L/banking  cases  represented  about  one  half  of  the  Big  Six's  disclosed  settlements  in 
1993. 

In  short,  S&L  cases  may  represent  a  very  large,  but  one  time  "blip"  that  is  passing 
through  the  American  civil  litigation  system  and  raising  accountants'  liability 
disproportionately  as  it  does  so.  Put  more  colorfully,  it  is  as  if  the  litigation  system  were  a 
boa  constrictor  that  had  caught,  devoured  and  was  slowly  digesting  a  large  prey  animal. 
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Once  the  digestion  process  ends,  accountants  liability  may  well  subside  (although  probably 
not  all  the  way  back  to  pre- 1980s  levels). 

If  frivolous  actions  were  fueling  the  increase  in  accountants'  liability,  it  would  seem 
unlikely  that  70%  of  the  actions  filed  would  be  against  Big  Six  firms  (as  the  Marino  and 
Marino  study  finds)  or  that  Big  Six  firms  would  bear  82%  of  the  settlements.  Smaller  firms 
are  classically  more  vulnerable  to  frivolous  litigation  because  a  smaller  judgment  will 
bankrupt  them  and  because  they  can  less  afford  the  costs  of  litigation.  Indeed,  this  has  been 
the  pattern  in  securities  litigation  against  lawyers.  Few  of  the  100  largest  law  firms  have 
entered  into  significant  securities  class  action  settlements,  and  most  of  this  litigation  against 
lawyers  has  been  directed  against  smaller  law  firms.  Of  course,  S&Ls  have  historically  been 
represented  by  small  to  medium  firms  in  the  locality. 

To  the  extent  that  accountants'  liability  in  the  1980s  did  not  involve  S&L  cases,  it  did 
invoke  some  very  large  and  well-known  frauds  in  other  industries  and  resulted  in  uniquely 
large  settlements:  Miniscribe  (S128  million).  Drexel  Bumham  ($1.3  billion),  Washington 
Power  Supply  ($850  million).    No  reasonable  person  would  characterize  these  actions  as 
frivolous. 

Mvth  No.  6:  Plaintiffs'  attorneys  in  securities  cases  are  making  out  like  bandits. 
taking  little  risk  but  reaping  enormous  profits.  According  to  Dunbar  and  Juneja.  the 
average  fee  award  in  securities  class  actions  was  $2.4  million  during  the  early  1990s,  and  on 
a  percentage  basis  equaled  31%  of  the  recovery.  Obviously,  some  plaintiffs'  attorneys  in 
securities  class  actions  did  very  well,  and  clearly  there  have  been  instances  of  abuse.  Still, 
in  all  markets,  high  profits  normally  attract  new  entrants.  Yet,  the  extraordinary  fact  about 
the  securities  class  action  bar  is  that  there  have  been  few,  if  any,  new  entrants  into  this  field. 
In  fact.  It  has  a  unique  level  of  concentration.  One  study  finds  that  seven  firms  dominate 
the  industry,  appearing  in  63.4%  of  all  securities  class  actions  they  studied  (with  one  firm  ■ 
-  the  Milberg,  Weiss  firm  ~  alone  appearing  in  25%  of  the  cases  surveyed)."  Although 
this  fact  may  initially  sound  suspicious,  there  seems  little  way  that  existing  firms  can  exclude 
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new  entrants  (the  one  way  they  might  do  so  is  by  electing  only  themselves  to  the  lead 
counsel  positions  and  the  steering  committee  that  runs  the  class  action  --  but  this  possibility 
can  be  restricted  by  limited  reforms  discussed  below).  More  likely,  the  small  size  of  the 
securities  class  action  bar  suggests  that  there  are  very  high  capital  costs  in  carrying  a 
securities  class  action  for  the  four  (or  more)  years  that  it  typically  takes  to  settle  the  action. 
These  capital  barriers  to  entry  do  exclude  new  entrants,  but  they  suggest  that  the  worst 
response  to  this  problem  would  be  a  systematic  attempt  to  reduce  plaintiffs'  attorneys'  fees 
across  the  board.  In  short,  securities  litigation  for  plaintiffs  firms  is  a  capital  intensive 
business,  and  only  the  strong  can  credibly  threaten  to  carry  the  action  to  a  favorable 
resolution. 

B.  The  Realities 

If  the  foregoing  assertions  have  been  overstated,  it  still  cannot  be  confidently 
concluded  that  all  is  well  with  securities  litigation.  The  following  four  realities  suggest 
where  reform  is  needed: 

Realitv  No.  1:  Cases  are  likely  to  settle  based  in  significant  part  on  criteria  unrelated 
to  the  merits.  Although  the  merits  matter,  other  factors  -  the  potential  damages,  the 
availability  of  assets,  the  risk  aversion  of  individual  defendants,  and  litigation  costs  --  may 
matter  more.  Two  examples  will  illustrate:  In  IPOs,  officers  and  directors  have  negligence- 
based  liability  for  misstatements  and  omissions  in  the  registration  statement  under  §  11  of 
the  Securities  Act  of  1933.  When  faced  with  personal  liability,  officers  and  directors  may 
rationally  prefer  to  settle  with  their  corporation  (and  thus,  indirectly,  their  shareholders) 
bearing  virtually  all  the  settlement  costs.  This  is  probably  one  important  reason  why  in  over 
60  years  only  a  handful  of  §  11  cases  have  ever  gone  to  trial. 

A  second  non-merit  related  factor  is  a  likely  disparity  in  litigation  costs  that  favors 
plaintiffs  over  defendants.  If  plaintiffs  can  litigate  a  case  at  a  fraction  of  the  expense  it  costs 
the  defendants,  then  the  action  has  a  settlement  value  based  simply  on  the  plaintiffs'  ability 
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to  inflict  costs  on  the  defendant.  For  example,  if  plaintiffs  can  compel  defendants  to  spend 
$5  for  every  $  I  they  spend,  then  rational  defendants  may  agree  to  a  settlement  to  halt  this 
loss,  even  in  a  non-meritorious  case.  The  premise  that  it  costs  defendants  more  than  it  costs 
plaintiffs  to  litigate  securities  cases  seems  reasonable.  Multiple  defendants  are  the  norm  in 
securities  cases,  and  typically  each  class  of  defendants  will  need  its  own  counsel.  In  general, 
it  is  cheaper  for  plaintiffs  to  demand  all  the  relevant  documents  and  records  in  defendants 
possession  than  for  defendants  to  produce  them.  Finally,  defense  counsel,  employing  as  it 
often  does  higher  salaried  associates  and  paying  higher  rents,  may  simply  cost  more. 

A  third  reason  for  not  equating  the  positive  settlement  value  of  securities  class 
actions  with  a  nat  benefit  to  the  class  is  that  the  full  costs  of  these  actions  (even  to  the 
shareholder  class)  may  not  be  covered  by  the  settlement.  The  costs  of  indemnification, 
insurances  and  corporate  legal  fees  are  borne  by  all  shareholders.  The  Big  Six  makes  this 
point  with  some  force,  pointing  out  that  "60%  of  the  nearly  100  lOb-5  cases  closed  out 
during  the  last  two  years  ...  brought  payments  to  plaintiffs  of  less  than  Sl.S  million.  Yet. 
these  cases  cost  the  six  firms  many  times  that  amount  in  legal  fees.""  Because  most 
shareholders  hold  diversified  portfolios,  they  will  sometimes  fall  within  the  class  period  (and 
thus  be  beneficiaries  of  the  settlement)  and  sometimes  fall  outside  the  class  period  (and  thus 
effectively  bear  the  cost  of  the  settlement).  If  securities  class  aaions  primarily  produce 
wealth  transfers  between  two  classes  of  shareholders  (those  outside  the  class  period  paying 

those  within),  then  the  considerable  transaction  costs  of  such  litigation  would  be  a  dead- 
weight social  loss. 

Reality  No.  2:  Securities  class  actions  are  slow  to  settle.  Although  securities  class 
actions  represent  only  about  10%  of  all  federal  class  actions  filed  each  year,  they 
represented  (as  of  1992)  some  30%  of  class  actions  then  pending.^  This  disproportion 
obviously  implies  that  they  survive  longer  than  other  categories  of  class  actions.  One  recent 
study  focusing  on  class  actions  involving  accounting  defendants  finds  that  the  average  period 
between  their  filing  and  settlement  is  3.9  years  (with  a  significant  number  surviving  a  decade 


105 


or  more)."  In  addition,  the  class  period  (i.e.,  the  period  from  when  the  first  victim  was 
injured  to  the  last)  was  another  2.3  years.-'  Thus,  even  if  we  assume  that  the  suit  followed 
hard  on  the  heels  of  the  end  of  the  class  period,  somewhere  between  six  and  seven  years 
elapses  between  the  time  of  the  initial  fraud  and  the  settlement. 

Reality  No.  3:  Class  members  typically  receive  only  a  small  fraction  of  their  losses 
in  securities  settlement.  Although  there  is  controversy  on  this  point,  a  study  by  Fred 
Dunbar  and  Vinita  Juneja  of  National  Economic  Research  Associates,  Inc.  surveyed  334 
securities  class  actions  between  July  1991  and  June  1993  and  found  that,  where  the  result 
was  calculable,  investors  received  about  7%  of  their  market  losses.^'  Attorneys'  fees  in 
these  cases  averaged  31%  of  the  settlement  fund.  Other  studies  have  estimated  higher  loss 
recoveries,  but  methodological  disputes  complicate  any  assessment  because  the  legally 
recoverable  damages  are  often  well  below  the  market  losses.  Still,  this  finding  in  one  of  the 
most  reliable  studies  yet  done  forces  us  to  face  an  old  issue:  are  class  members  well  served 
by  their  attorneys  in  this  context  where  the  widely  dispersed  class  members  have  little  ability 
to  monitor  their  counsel? 

Reality  No.  4:  Securities  class  actions  cover  and  police  a  wide  range  of  misconduct 
■-  some  more  important  than  others  -•  but  increasingly  focus  on  earnings  forecasts.  The 
Marino  and  Marino  study  contains  a  useful  breakdown  of  securities  class  actions  against 
professionals  by  generic  type  of  misrepresentation  or  misconduct.  Out  of  227  actions  so 
characterized,  they  found  that  54  cases  involved  "flagrant  fraud"  (i.e..  insider  trading, 
embezzlement,  market  manipulation,  or  other  clearly  unlawful  conduct);  34  involved 
forecasts:  36  involved  balance  sheets  misrepresentations;  28  involved  income  and  revenue 
misrepresentations;  and  8  involved  product  misrepresentations.  In  other  words,  the 
underlying  violations  range  from  making  an  unreasonably  inaccurate  projection  to  flagrant 
fraud.  Given  this  diversity,  it  seems  important  not  to  adopt  reforms  that  chill  securities 
litigation  across  all  contexts  equally. 

A  forthcoming  study  finds  an  even  greater  tendency  for  securities  litigation  to  focus 
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on  overly  optimistic  earnings  forecasts.  Examining  a  litigation  sample  of  45  high-tech  firms 
involved  in  securities  litigation.  Professors  Francis,  Philbrick  and  Schipper  find  that  in  28  out 
of  45  of  these  cases  "the  litigation  was  based  on  an  earnings  forecast  or  a  preemptive: 
earnings  disclosure,  not  an  earnings  announcement."^  It  is  possible,  of  course,  to  react  m 
this  data  in  different  ways.  Plaintiffs  will  claim  that  investors  were  defrauded  by  the  overl> 
optimistic  initial  forecast,  while  issuers  will  respond  that  forecasting  is  an  inexact  science 
that  often  proves  incorrect.  Still,  at  a  minimum,  litigation  over  forecasts  seems  different  in 
character  than  litigation  over  '"cooked"'  books  or  manipulated  stock  prices. 

II.  What  Can  We  Sensibly  Do? 

These  pessimistic  possibilities  -  (1)  that  non-merits  related  factors  loom  large  in 
securities  class  action  settlements,  (2)  that  securities  litigation  proceeds  at  a  dilatory  pace 
toward  an  eventual  and  almost  inevitable  settlement,  and  (3)  that  the  attorneys  do  better 
than  their  clients  --  are  at  least  consistent  with  a  broader  hypothesis:  there  may  be  an 
excessive  incentive  to  litigate  these  cases  from  the  standpoint  of  their  social  costs  and 
benefits.  Such  a  thesis  cannot  be  advanced  confidently  because  securities  class  actions  also 
generate  deterrence,  and  the  extent  of  the  deterrent  benefit  is  simply  incalculable.  But  this 
possibility  should  not  be  ignored,  even  if  it  caimot  be  proved. 

Of  course,  it  is  important  not  to  try  to  prove  too  much  by  these  arguments.  The 
deterrent  benefits  of  securities  class  actions  may  more  than  justify  their  transaction  costs. 
Thus,  given  the  uncertainty  of  these  tradeoffs,  public  policy  should  search  for  reforms  that 
can  reduce  the  transaction  costs  of  securities  class  actions  without  sacrificing  their  general 
deterrent  impact.  Clearly,  some  proposed  reforms  -  such  as  the  English  rule  under  which 
the  loser  pays  the  wiimer's  legal  expenses  -  would  probably  end  securities  class  actions  in 
all  except  rare  cases  of  flagrant  fraud.  But  this  does  not  mean  that  the  status  quo  cannot 
be  changed  in  any  respect. 

What  changes  might  make  sense?  The  next  four  proposals  address  demonstrated 
problems  with  securities  class  actions  without  threatening  their  viability  or  deterrent  impact. 
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A.  Early  Offers  of  Settlement 


As  earlier  noted,  securities  class  actions  last  disproportionately  longer  than  other 
types  ot  class  actions.  If  there  is  a  litigation  cost  differential  favoring  plaintiffs,  the  longer 
life  of  securities  class  actions  aggravates  this  problem.  One  possible  response  to  this 
problem  is  an  offer  of  settlement  procedure  that  shauply  reduces  the  plaintiff  attorney's  fee 
award  if  the  offer  is  rejected  and  the  ultimate  outcome  is  less  favorable  than  the  settlement 
offer. 

Offers  of  settlement  can,  however,  be  grossly  unfair  to  plaintiffs.  An  example  of  an 

unfair  procedure  that  intentionally  tilts  the  playing  field  against  the  plaintiff  is  that  recently 

proposed  with  much  publicity  this  year  by  the  Manhattan  Institute.-'    Under  its  proposal 

(which  applied  to  tort  litigation  generally,  but  not  explicitly  to  securities  class  actions),  if 

defendants  made  a  settlement  offer  at  an  early  stage  in  the  action  (within  the  first  60  days 

in  its  proposal),  plaintiff's  attorneys  would  receive  only  a  nominal  fee  if  they  rejected  the 

offer  and  did  less  well  (even  if  they  missed  equalling  the  offer  by  only  a  trivial  amount). 

Alternatively,  if  plaintiffs  accepted  the  offer,  they  would  be  paid  only  for  their  time 

expended  on  the  action  at  their  usual  hourly  rate  through  this  early  60  day  point.    If 

plaintiffs  rejected  the  offer  and  did  better,  the  Manhattan  Institute  proposal  would  permit 

the  plaintiff's  attorney  to  receive  a  contingent  fee  only  out  of  the  margin  by  which  the 

attorney  improved  on  the  settlement  offer.    For  example,  if  defendants  were  to  offer  $10 

million  and  plaintiffs  were  to  reject  this  amount  and  later  recover  $  15  million,  the  authors 

of  this  proposal  would  award  the  plaintiffs'  attorney  a  fee  of  only  $2,005,000  (i.e.,  the  sum 

of  $10,000  on  the  first  $100,000  plus  5%  of  the  margin  from  $10,000  to  $10,000,000  (or 

$495,000)  plus  30%  of  the  margin  between  $10  million  and  $15,000,000).  But,  either  in  tort 

cases  (where  a  one-third  contingent  fee  is  standard)  or  in  securities  class  actions  (where  the 

prevailing  fee  award  is  in  the  25%  to  30%  range),  the  plaintiff's  attorney  would  today  likely 

receive  a  fee  award  between  $4  and  $5  million.  Thus,  the  transparent  result  of  this  proposal 

is  simply  to  reduce  plaintiff's  attorneys'  fees  by  more  than  half  even  though  they  bettered 

the  settlement  offer  by  50%.  On  these  facts,  by  making  a  "lowball"  offer  that  fell  50%  below 
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the  actual  outcome,  defendants  have  more  than  halved  plaintiffs'  attorney  s  fee.  Obviously, 
then,  the  predictable  strategy  of  defendants  under  such  a  fee  structure  would  be  to  make 
lowball  offers. 

In  overview,  such  a  proposal  makes  sense  only  if  one  thinks  that  investors  will  do 
better  by  sharply  lowering  the  fees  that  their  attorneys  are  legally  allowed  to  receive.  If  one 
really  believes  this,  even  simpler  reforms  are  possible  (for  example,  a  rule  that  no  plaintiff  s 
attorney  may  receive  a  fee  above  5%  of  the  settlement).  Unfortunately,  simplistic  reform> 
of  the  Manhattan  Institute  variety  ignore  (if  they  care  at  all)  that  settlements  are  bargained 
in  the  shadow  of  the  law  and  in  light  of  what. would  happen  if  the  case  proceeded  toward 
trial.     Defendants  make  settlement  offers  not  based  on  generosity,  but  rather  on  the 
credibility  of  those  brmging  the  action.   Thus,  by  lowenng  the  expected  fee.  we  may  lower 
the  credibility  of  plaintiff's  attorneys'  threat  to  go  to  trial.    A  fairer  alternative  would 
preserve  the  idea  of  a  fee  penalty  for  plaintiffs'  attorneys  who  reject  the  settlement  and  do 
less  well,  but  combine  it  with  a  corresponding  penalty  for  defendants  who  make  a  lowball 
offer  that  plaintiffs  do  better.  In  addition,  any  truly  neutral  proposal  should  not  reduce  the 
expected  fee  award  to  the  plaintiff's  attorney,  but  rather  should  compensate  for  an  increased 
downside  exposure  with  an  enhanced  upside  reward. 

In  this  light,  consider  the  following  proposal:  If  the  plaintiff's  attorney  rejects  the 
settlement  offer  and  does  less  well,  the  fee  award  would  be  sharply  reduced  (perhaps  to  a 
level  not  exceeding  10%.  with  the  court  instructed  to  look  to  the  shortfall  below  the 
settlement  offer  in  determining  the  percentage  to  award  under  this  10%  ceiling).  If  the 
plaintiff  accepts  the  settlement  offer,  a  fee  between  10%  and  20%  would  be  awarded  (both 
to  encourage  acceptance  and  to  reward  the  plaintiffs'  attorney  for  preparing  and  filing  the 
action).  If  the  plaintiffs'  attorney  does  better  than  the  settlement  offer,  however,  its  fee 
should  be  increased  above  the  prevailing  rate  (in  part  to  compensate  it  for  accepting  the 
increased  risk  under  this  formula  and  also  to  hold  the  expected  fee  award  relatively 
constant).  This  might  mean,  for  example,  that  in  such  a  case,  the  plaintiff's  attorney  would 
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receive  a  fee  equal  to  20%  of  the  settlement  offer  plus  50%  of  the  excess  by  which  it 
bettered  the  offer. 

Immediately,  some  may  object  that  this  enhanced  fee  would  deplete  the  settlement 
fund  to  the  class.  But  the  novel  element  in  this  proposal  is  that  some  portion  of  this  fee 
award  would  be  shifted  to  the  defendemts  --  in  order  to  deter  them  from  making  lowball 
offers  that  do  not  reflect  their  own  estimate  of  the  action's  settlement  value.  How  much 
of  the  fee  award  should  be  shifted?  A  sensible  rule  might  base  fee  shifting  on  the 
percentage  by  which  the  plaintiffs  bettered  the  settlement  offer.  For  example,  if  the 
plaintiffs'  attorneys  did  25%  better  than  the  settlement  offer,  25%  of  their  fee  award  would 
be  shifted  to  the  defendants.  The  net  result  is  that  in  making  a  settlement  offer  defendants 
would  have  to  take  into  consideration  the  possibility  that  plaintiffs  might  exceed  it  --  and 
that  they  would  bear  a  penalty  in  the  form  of  pju-tial  fee  shifting.*'  The  upshot  is  that  both 
sides  are  more  likely  to  make  settlement  offers  more  closely  related  to  their  estimates  of 
the  action's  actual  settlement  value. 

In  overview,  the  difference  between  this  proposal  and  that  of  the  Manhattan  Institute 
is  that  this  proposal  is  two-sided  and  neutral.  Its  aim  is  not  to  reduce  the  expected  fee 
award  but  to  encourage  early  settlements  (and  thereby  reduce  any  litigation  cost  differential 
and  Jilso  speed  recoveries  to  the  class  members).  Although  this  proposal  increases  the 
plaintiffs'  attorney's  downside  risk  (if  he  underperforms  the  settlement  offer),  it  holds  the 
expected  fee  awju-d  constant  by  compensating  the  plaintiffs'  attorney  with  a  higher  upside 
recovery  if  the  attorney  outperforms  the  offer. 

Under  such  a  system,  plaintiffs  also  could  make  early  settlement  offers  --  but  with  a 
similar  built-in  penalty  if  the  ultimate  outcome  was  a  recovery  below  their  settlement  offer. 
In  such  event,  the  plaintiffs  attorney  would  have  to  reimburse  some  portion  of  the 
defendants  legal  fees  (again  with  the  portion  of  the  fee  to  be  shifted  to  be  measured  by  the 
amount  of  the  shortfall).  This  form  of  fee  shifting  is  not  objectionable  because  the 
plaintiffs  attorneys  would  have  voluntarily  elected  to  expose  themselves  to  it  by  making  a 
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settlement  offer  under  this  proposal.  Also,  nothing  in  this  proposal  would  bar  other 
settlement  offers  not  pursuant  to  this  procedure  or  the  renegotiation  or  waiver  of  an  earlier 
settlement  offer. 

B.  A  Role  for  Institutional  Investors 

Class  and  derivative  actions  have  always  faced  a  problem  of  political  legitimacy:  why 
should  attorneys  representing  shareholders  who  own  only  a  few  hundred  shares  among  them 
claim  to  speak  for  the  corporation  or  the  class?  For  generations,  the  only  answer  has  been 
that  there  was  no  alterative,  and  that  an  imperfect  answer  was  better  than  none  at  all. 
Today,  there  is  an  alternative:  institutional  investors  could  contribute  both  oversight  and 
a  measure  of  needed  legitimacy  to  the  class  action  by  serving  as  monitors  on  the  steering 
comnuttee  that  administers  the  plaintiffs'  side  of  the  class  action.  Institutional  investors 
(who  today  own  nearly  50%  of  all  publicly  held  equity)  are  generally  (although  not  always) 
an  unbiased  proxy  for  shareholder  preferences,  and  they  are  neither  dispersed  nor 
unsophisticated. 

Indeed,  when  one  steps  back  and  thinks  about  it,  shareholder  litigation  is  the  only 
mechanism  of  corporate  governance  that  institutional  investors  have  not  yet  revolutionized. 
Normatively.  it  seems  anomalous  that  institutional  investors  are  required  to  vote  (on  the 
theory,  enforced  by  ERISA  and  the  Department  of  Labor,  that  voting  rights  are  a  plan 
asset),  and  yet  have  no  recognized  legal  obligation  to  oversee  shareholder  litigation  involving 
the  securities  they  hold  (where  a  shon-term  economic  payoff  is  more  likely  and  calculable). 

What  role  for  institutional  investors  is  realistic?  Plaintiffs'  attorneys,  themselves, 
have  suggested  that  the  now  prevalent  "race  to  the  courthouse "  in  securities  class  actions  be 
ended  by  creating  a  "case  organization  period"  of  one  month  or  more  during  which  lead 
counsel  could  not  be  selected  and  no  discovery  would  be  permitted.''  Under  my  proposal, 
during  this  period,  the  court  having  jurisdiction  would  receive  nominations  from  shareholder 
organizations  (or  individual  shareholders)  both  as  to  membership  on  the  steering  committee 
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and  as  to  the  choice  of  lead  counsel.^^  It  would  not  be  necessary  that  a  shareholder  file 
an  action  to  make  such  a  nomination  or  to  request  representation  on  the  steering 
committee,  so  long  as  the  shareholder  owned  shares  acquired  during  the  class  period. 

What  would  this  accomplish?  Few  institutions  will  want  to  become  immersed  in  the 
details  of  discovery,  and  none  could  undertake  to  monitor  every  securities  class  action.  But 
a  clearinghouse  formed  under  a  body  such  as  the  Council  of  Institutional  Investors  could 
track  the  roughly  125  securities  class  action  litigations  (in  terms  of  companies  sued)  that 
occur  each  year  and  could  evaluate  performsmce  of  different  plaintiffs'  attorneys  over  time 
and  could  develop  relationships  with  new  counsel.  If  there  are  unjustified  barriers  to  entry 
because  established  plaintiff's  counsel  stack  the  steering  committee,  then  empowering 
institutions  to  nominate  counsel  is  a  relevant  response.  Competition  always  works  to  the 
advantage  of  the  class  in  ensuring  proper  staffing  and  appropriate  fee  formulas.  Here, 
competition  could  be  introduced  without  the  formality  and  rigidity  of  an  auction  model. 
There  is  even  a  potential  benefit  for  the  plaintiffs'  attorneys,  themselves,  because  a  properly 
representative  steering  committee  could  ask  the  court  to  establish  a  fee  formula  in  advance 
and  thus  reduce  the  unproductive  uncertainty  under  which  plaintiffs'  attorneys  today 
typicallv  labor.  For  example,  sophisticated  shareholder  representatives  might  favor  an 
increasing  percentage  of  the  recovery  under  which  the  attorney  would  receive  10<^  of  the 
first  five  million,  20%  of  the  next  five,  30%  of  the  next  ten,  and  40%  of  the  balance.  .A 
court  on  its  osvn  would  be  unlikely  to  award  such  a  fee  (although  this  formula  reduces  the 
possibility  of  collusion  to  a  minimum),  but.  if  requested  by  sophisticated  institutions 
representmg  10%  of  the  stock  purchased  in  the  class  period,  the  coun  might. 

Conversely,  institutional  shareholders  on  a  steering  conrunittee  could  also  oppose 
cheap  settlements  and  possibly  even  class  certification  in  a  weak  case.  Rule  23(a)  of  the 
Federal  Rules  of  Civil  Procedure  instructs  the  court  to  certify  a  class  action  only  if  "the 
representative  parties  will  fairly  and  adequately  protect  the  interests  of  the  class."  The 
institutional  members  of  the  steering  committee  are  better  positioned  than  most  others  to 
advise  the  court  on  this  question,  and,  on  occasion,  they  might  suggest  to  a  court  that  an 
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action  not  be  certified.  Unlike  the  creditors  committee  in  bankruptcy  (which  model  ihe 
Dodd  bill  espouses),  this  proposal  would  not  exclude  plaintiffs'  attorneys  from  the  steering 
conmiittee.  To  do  so  disenfranchises  the  plaintiffs'  attorneys,  who  are,  after  all,  the 
participants  who  finance  the  class  action  over  a  multi-year  period  and  often  at  several 
million  dollars  expense.  The  goal  of  this  proposal  is  thus  not  to  seize  control  of  the  action, 
but  to  give  a  window  on  the  process  to  the  one  group  able  to  provide  both  continuing 
oversight  and  legitimacy. 

Would  institutional  investors  respond  to  such  an  invitation?  After  some  recent 
discussions  with  institutional  investors,  I  think  the  answer  is  that  there  is  an  increased  (and 
increasing)  willingness  on  their  part  to  play  a  role  in  this  context,  both  by  nominating  lead 
counsel,  proposing  fee  formulas  to  the  courts,  commenting  on  settlements,  and  (sometimes) 
opposing  them.  But  even  if  I  am  wrong,  there  is  no  harm  done  in  reserving  one  or  more 
places  for  them  on  the  steering  conunittee  if  they  choose  to  accept  them. 

C.  A  Safe  Harbor  For  Soft  Information 

As  noted  above,  there  is  a  wide  continuum  of  misbehavior  in  securities  fraud  cases,  ranging 
from  'unreasonable"  projections  at  one  end  of  the  spectrum  to  "flagrant  fraud"  at  the  other 
end.  Thus,  if  one  wishes  to  reduce  the  volume  of  securities  class  actions,  it  might  be  wiser 
to  start  at  the  less  culpable  end  of  the  spectrum  and  reduce  the  incentives  to  sue  in  cases 
involving  projections  and  soft  information  than  to  chill  all  securities  actions  across  the  board 
(and  thereby  possibly  protect  some  cases  involving  flagrant  fraud). 

It  might,  of  course,  be  asked:  why  do  issuers  have  any  liability  for  forecasts  when  SEC 
Rule  175  purports  to  provide  a  safe  harbor  for  "forward-looking  statements"?  Experience 
with  Rule  175  has  shown,  however,  that  issuers  and  the  bar  generally  regard  it  as  a  very 
shallow  safe  harbor.  This  is  both  because  the  rule  exempts  only  statements  made  with  "a 
reasonable  basis'  and  disclosed  "in  good  faith"  and  because  there  is  a  duty  of  uncertain 
scope  m  the  case  law  to  update  projections  in  light  of  new  information.  When  projections 
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are  wide  of  the  mark,  it  is  not  difficult  for  plaintiffs  to  allege  either  that  the  issuer  lacked 
a  reasonable  basis '  for  its  projection  or  that  the  issuer  failed  to  update  the  projection  when 
new  information  became  available  to  it.  As  a  result,  few  issuers  today  make  optional 
projections  in  documents  filed  with  the  SEC. 

A  safer '  safe  harbor  is  possible.  Federal  courts  have  recently  developed  a  protective 
doctrme  known  as  the  "bespeaks  caution"  doctrine,  which  says  that  a  properly  qualified 
projection  as  to  future  events  "accompanied  by  meaningful  cautionary  statements"  cannot 
be  material  as  a  matter  of  law."  Other  couru  have  given  a  broader,  more  doctrinaire 
reading  to  this  new  protective  rule,  and  judicial  treatment  remains  uneven  and  continues  to 
evolve.  This  is  an  area  where  a  sensible  codification  of  this  doctrine  could  do  much  good 
and.  at  worst,  little  harm.  I  suggest  it  is  probably  the  most  important  starting  point  tor 
careful,  surgical  readjustment  of  the  incentive  to  sue  in  securities  fraud  cases. 

D,  Ending  the  Race  to  the  Courthouse.  Often  when  a  public  corporation  makes  an 

adverse  public  disclosure,  there  is  a  flurry  of  instant  litigation  as  numerous  class  action  suits 
(sometimes  a  dozen  or  more)  are  filed  in  multiple  federal  courts  across  the  country  within 

days  (and  sometimes  hours)  of  the  negative  disclosure.  This  is  unseemly  and  also  costly  to 

the  defendant  (as  each  action  must  be  answered  and  multiple  forums  typically  require 

multiple  local  counsel).     At  bottom,  this  spectacle  is  driven  by  a  struggle  within  the 

plaintiff's  bar  for  control  of  the  class  action  (and  its  steering  committee).     Plaintiff's 

attorneys  feel  (probably  with  some  justice)  that  those  who  file  early  stand  a  better  chance 

of  being  named  lead  counsel  or  winding  up  on  the  steering  committee. 

There  is,  however,  a  better  way  to  address  their  concerns.  It  involves  the  creation 
of  a  "case  organization  period"  at  the  outset  of  the  action  during  which  no  motion  could  be 
made  to  the  court  to  name  lead  counsel.  The  premise  is  that  such  a  delay  would  reduce  the 
premium  for  early  filing.  In  my  view,  it  would  also  be  possible  to  solicit  institutional 
investors  for  their  views  during  this  same  period.  A  more  specific  proposal  is  detailed  in 
a  recent  study  memorandum  prepared  by  the  staff  of  the  United  States  Competitiveness 
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Policy  Council.  As  one  who  consulted  on  this  proposal,  I  attach  it  as  Exhibit  A  hereto  for 
the  Subcommittee's  consideration  (although  again  it  is  only  a  preliminary  memorandum). 
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30.  Some  may  respond  that  defendants  would  still  make  lowball  offers  because  they  would 
expect  their  insurer  to  cover  their  liability  for  fee  shifting.  I  expect  that  it  would  not  take 
long  before  insurance  companies  assumed  control  over  early  settlement  offers. 

31.  An  elaborate  and  sensible  proposal  has  been  recently  made  in  this  regard  by  Melvyn 
Weiss,  Esq.,  one  of  the  best-known  and  most  experienced  plaintiffs'  attorneys  in  this  field. 
to  the  United  States  Competitiveness  Policy  Council  ("CPC).  I  will  not  undertake  here  to 
summarize  his  proposal,  but  only  note  that  its  premise  is  that  a  longer  period  for  case 
organization  would  reduce  the  need  for  multiple  class  actions  to  be  filed.  Other  plaintiffs 
attorneys  disputed  this  premise  at  a  recent  meeting  of  the  CPC. 

32.  My  proposal,  which  was  also  recently  made  to  the  CPC,  is  a  variant  on  the  Weiss 
proposal  discussed  above  and  seeks  to  structure  a  role  for  shareholder  groups  into  the  'case 
organization  period."  Both  proposals  were  discussed  into  a  recent  CPC  memorandum. 

33.  See,  e.g..  In  re  Donald  J.  Trump  Casino  Sec.  Lit..  7  F.3d  357.  371  (3d  cir.  1993),  cert, 
denied.  114  S.  Ct.  1219  (1994);  Kline  v.  First  Western  Government  Securities.  (CCH)  Fed. 
Sec.  L  Rep..  Para.  98.  195  (3d  Cir.  May  2,  1994);  Rubenstein  v.  Collins.  (CCH)  Fed.  Sec. 
L.  Rep.  Para.  98.  195  (5th  Cir.  May  5.  1994). 
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Mr.  Markey.  Thank  you,  Professor,  very  much. 

Our  next  witness,  Professor  Donald  Langevoort,  is  the  Speir  Pro- 
fessor of  Law  at  Vanderbilt  University  School  of  Law.  He  is  the  co- 
author of  a  case  book  on  securities  regulation  and  the  Editor-in- 
Chief  of  the  Securities  Law  Review. 

We  welcome  you  to  the  subcommittee,  sir.  Whenever  you  are 
ready,  please  begin. 

STATEMENT  OF  DONALD  C.  LANGEVOORT 

Mr.  Langevoort.  Thank  you,  Mr.  Chairman. 

In  my  view,  the  structure  of  our  system  of  securities  fraud  litiga- 
tion in  this  country  is  dysfunctional.  I  say  this  with  regret.  I  am 
a  firm  believer  in  aggressive  enforcement  of  the  securities  laws,  in- 
cluding enforcement  through  private  action. 

The  primary  problem  we  face  is  not  so  much  one  of  frivolous  liti- 
gation. Ample  mechanisms  exist  to  deal  with  suits  that  have  no 
merit.  Rather,  much  of  the  problem  is  speculative  litigation,  where 
there  are  bits  and  pieces  of  evidence  that  in  hindsight  might  sug- 
gest the  possibility  the  defendants  were  not  completely  candid  in 
each  one  of  the  many  items  of  information  that  became  available 
to  the  investing  public. 

Even  though  they  rarely  add  up  to  a  serious  claim  of  fraud,  these 
complaints,  if  artfully  styled,  can  survive  all  the  dispositive  mo- 
tions, then  the  pressure  to  settle  is  immense,  driven  by  fear  of  li- 
ability, and  the  fact  that,  with  indemnification,  insurance  and 
available  corporate  funds,  settlements  can  often  be  structured  out 
of  somebody  else's  pocket.  Thus,  there  is  both  the  motive  and  the 
opportunity  to  bring  claims  of  questionable  merit. 

Fear  of  speculative  litigation  is  adversely  affecting  crucial  deci- 
sions involving  such  matters  as  going  private,  going  public,  vol- 
untary disclosure,  and  the  decisions  of  foreign  issuers  to  enter 
American  capital  markets.  It  has  also  fielded  unfortunate  judicial 
backlash  eroding  important  standards,  evidenced  most  recently  by 
the  Supreme  Court's  Central  Bank  of  Denver  decision.  If  nothing 
else,  the  Congress  should  respond  to  the  epidemic  perception  of 
abuse. 

There  are  many  useful  steps  that  could  be  taken,  but  let  me 
dwell  on  three  issues.  First,  we  must  weed  out  dubious  claims.  In 
my  opinion,  the  only  way  to  do  so  is  to  direct  a  court  to  determine 
at  the  outset  of  litigation,  after  an  evidentiary  hearing,  whether 
plaintiffs  have  demonstrated  a  significant  likelihood  of  success  on 
the  merits  against  any  or  all  the  defendants  so  as  to  justify  both 
the  private  and  societal  cost  of  litigation. 

This  would  augment  the  limited  and  awkward  proceeding  used 
today  under  Rule  9(b)  of  the  Federal  rules.  The  SEC  could  be  given 
a  role  in  these  proceedings,  at  least  above  some  dollar  threshold. 

Second,  we  should  reform  the  current  system  of  joint  and  several 
liability  for  all  participants  in  securities  fraud,  at  least  in  so-called 
fraud  on  the  market  cases.  Here,  pursuit  of  a  compensatory  ideal 
is  illusory.  The  goal  is  deterrence.  Deterrence  can  readily  be  accom- 
plished with  proportionate  liability  while  generating  cost  savings 
that  are  bound  to  be  passed  on  to  issuers  and  investors. 

In  more  conventional  fraud  cases,  privity-based  actions  involving 
blatant  cheating  by  principal  wrongdoers,  I  would  retain  a  full  com- 
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pensation  scheme  to  the  extent  the  primary  wrongdoers  were  un- 
able to  pay  their  dominant  portion  of  the  damages. 

Third,  I  would  restore  private  aiding  and  abetting  liability,  but 
only  upon  showing  that  the  defendant  actually  knew  or  deliberately 
disregarded  the  truth  in  rendering  substantial  assistance. 

I  urge  the  subcommittee  to  give  careful  attention  to  the  issue  of 
securities  reform. 

Mr.  Chairman,  I  think  you  are  right  that  we  need  a  tough,  ag- 
gressive system  of  securities  enforcement.  I  think  many  of  the 
Members  of  Congress,  Congressman  Tauzin,  for  example,  are  right 
that  we  need  to  control  costs  much  more  than  we  now  do. 

I  think  one  of  the  messages  of  this  panel  this  morning  is  there 
is  ample  room  to  have  a  system  that  does  both:  controls  cost  while 
retaining  our  exemplary  system  of  securities  regulation. 

Thank  you. 

[The  prepared  statement  of  Donald  C.  Langevoort  follows:] 
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Tastlaony  of  Donald  C.  Langevoort,  Lee  S.  &  Ctaarlea  A.  Spelr 
Profeaaor  of  Law,  Vanderbllt  University  School  of  Law, 

Haahvllle,  Tennessee,  Before  the  Subconmlttee  on 

Telecoonminlcatlons  and  Finance,  Committee  on  Energy  and 

Commerce,  U.S.  House  of  Representatives 


August  10,  1994 

Expressions  of  concern  eibout  dysfunctional  class  action 
litigation  under  the  federal  securities  laws  have  become 
loud  and  insistent.  While  sometimes  sounding  self-serving, 
these  cries  are  directed  at  a  problem  that  legitimately 
deserves  legislative  attention  and  response.  I  am  a  firm 
believer  in  aggressive  enforcement  of  the  federal  securities 
laws,  having  previously  testified  before  this  Subcommittee 
in  favor  of  the  bill  that  ultimately  became  the  Securities 
Fraud  Enforcement  and  Penny  Stock  Reform  Act  of  1990.  I 
support  legislative  efforts  to  provide  a  carefully  crafted 
express  right  of  action  against  alders  and  eUsettors  in  light 
of  the  Supreme  Court's  Central  Bank  of  Denver  decision.  I 
would  not  support  legislation  that  undercuts  the  basic 
objectives  of  the  securities  laws.  If  responsibly  done, 
however,  reform  can  be  crafted  without  harming  the 
enforcement  system.  And  I  believe  that  reform  is  a  goal 
that  should  be  pursued. 

I.   Why  Is  Reform  Appropriate? 

The  case  in  favor  of  reform  of  the  class  action 
litigation  process  and  related  substantive  rules  is 
circumstantial  but  persuasive.  There  are  numerous  en^irical 
studies  of  shareholder  and  investor  litigation  that  suggest 
that  the  merits  of  the  action,  if  not  wholly  irrelevant,  do 
not  dominate  decisions  to  litigate  and  settle.  E.g., 
Alexander,  Do  the  Merits  Matter?  A  Study  of  Settlements  in 
Securities  Class  Actions.  43  Stan.  L.  Rev.  497  (1991); 
Romano,    The    Shareholder        Suit:         Litigation        Without 
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Foundation?,  7  J.  L.  Econ.  &  Org.  55  (1991) .  This 
literature  has  triggered  substantial  debate,  and  I  will  not 
seek  to  parse  through  each  one  to  assess  its  strengths  and 
shortcomings . 

Ity  disquiet  is  based  more  on  a  common- sense 
understanding  of  how  the  system  works,  which  leads  me  to 
conclude  that  there  is  both  the  motive  and  the  opportunity 
for  attorneys  and  those  associated  with  them  to  gain  by 
filing  suit  in  cases  whose  merits  are  doubtful.  Motive  is 
simple.  The  fees  from  settlement  (and  in  rare  cases, 
successful  adjudication)  are  handsome.  Opportunity  is  more 
problematic.  Sanctions  do  exist  when  lawsuits  are  filed  in 
bad  faith,  and  there  are  mechanisms  for  early  termination  of 
suits  through  motions  based  on  inadequate  pleadings,  summary 
judgment,  or  matters  having  to  do  with  class  certification 

--  motions  that  courts  today  are  deciding  in  an  increasingly 
pro-defendant  manner  in  securities  litigation. 

A  close  look,  however,  shows  their  inadequacy.  The 
sorts  of  lawsuits  that  have  provoked  such  concern  are  seldom 
frivolous  on  their  face.  Ample  mechanisms  exist  to  deal 
with  suits  where  the  plaintiffs'  attorneys  offer  no 
plausible  basis  whatsoever  for  inferring  wrongdoing.  Too 
often,  however,  there  are  little  bits  and  pieces  of  evidence 
that  might  colorably  suggest  in  hindsight  that  the 
defendants  were  not  completely  candid  in  a  few  of  the  many 
items  of  information  that  made  its  way  into  the  hands  of  the 
investing  public.  Even  though  these  rarely  add  up  to  a 
strong  claim,  such  complaints  can  often  survive  preliminary 
motions  simply  because  courts  are  directed  to  accept  the 
allegations  in  the  complaint,  if  well  articulated,  as  true, 
and  to  allow  cases  to  go  forward  when  there  are  triaJale 
issues  of  fact.  Under  circumstances  of  even  marginal 
colorability,  courts  are  naturally  reluctant  to  impose 
sanctions  such  as  those  availaible  under  Rule  11. 
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If  a  case  survives  the  early  motions  to  dismiss,  the 
pressure  to  settle  is  intense.  There  are  both  the  tangible 
and  intemgible  costs  of  discovery  and  further  proceedings  -  - 
legal  fees,  adverse  publicity,  exposure  of  confidential 
information,  distraction  and  uncertainty.  There  is  the  fear 
on  the  part  of  the  company's  managers  and  other  defendants 
that  hindsight  might  be  confused  during  trial  with  the 
possibility  of  foresight.  And,  aided  by  mechanisms  of 
indemnification  and  insurance,  there  are  means  of 
structuring  settlements  in  a  way  that  funds  them  largely  out 
of  someone  else's  pockets  --  often,  those  of  the  defendant 
company's  shareholders.  Therein  lies  the  opportunity  to 
profit,  producing  the  incentive  to  sue  even  under 
speculative  circumstances.  In  today's  litigation  culture, 
such  opportunities  are  not  likely  to  be  passed  by.  It  is  in 
this  light  that  I  cun  willing  to  conclude  that  the  empirical 
evidence  adduced  by  Professors  Alexander,  Romano  and  others 
points  to  a  real  problem. 

The  major  reason  for  reforming  the  securities 
litigation  system,  however,  is  one  of  perception:  no  matter 
what  the  degree  of  actual  dysfunction,  many  economic  actors 
plainly  believe  that  the  system  is  harmful  and 
counterproductive  because  of  its  invitation  to  frivolous  or 
unnecessary  litigation.  The  perception  that  we  have  a  fair, 
controlled  system  is  crucial.  I  have  no  doubt  that  fear  of 
dysfunctional  litigation  is  adversely  affecting  capital 
marketplace  decisions:  whether  companies  go  public,  whether 
foreign  companies  seek  listings  on  our  stock  exchanges  and 
NASDAQ,  whether  voluntary  disclosure  occurs  (and  in  what 
form) .  Moreover,  the  same  fear  has  produced  an  unfortunate 
judicial  backlash,  eroding  otherwise  salutary  doctrinal 
standards,  evidenced  most  recently  by  the  Supreme  Court's 
Central  Bank  decision.  Something  must  be  done  to  alter  the 
perception  of  eUDuse. 
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My  final  point   in  seeking  to  justify  reform  is 
responsive,  not  affirmative.    Much  of  the  concern  about 
reform  comes  from  the  belief  that  the  sorts  of  proposals 
currently   on   the   table   may   xindercut   our   system   of 
compensating  investors  aggrieved  by  securities  fraud.    I 
share  some  of  this  unease,   especially  with  respect  to 
situations  where  conventional  "fraud  in  the  inducement"  has 
occurred  (e.g.,  the  sale  of  limited  partnerships,  especially 
to   retirees,   with   misrepresentations   of   safety   amd 
liquidity) .  By  and  large,  however,  the  current  system  of 
litigation  departs   from  anything  remotely  resembling  a 
compensatory  regime.   The  settlements  that  occur  fall  far 
short  of  offering  full  compensation,  especially  when  costs 
and  attorneys'  fees  are  taken  away.    I  doubt  that  any 
rational   investor   today   buys   or   sells   securities 
particularly  in  the  secondary  markets  --  with  an  expectation 
that  he  or  she  will  be  compensated  if  fraud  occurs.   The 
small  awards  that  occasionally  make  their  way  to  investors 
are   random  events,   of   trivial   importance   in   capital 
marketplace  decisions.    Indeed,   one  can  make  a  strong 
argument  that  in  the  so-called  "fraud  on  the  market"  cases 
--  those  where  there  is  no  privity  or  near-privity  between 
plaintiffs  and  defendants  --  the  current  "con?)ensatory"  way 
of   assessing   liability   would   overcompensate   investors 
compared  to  the  net  social  harm  caused  were  it  to  work  as 
designed.   Absent   widespread   insider   trading,   innocent 
investors  are  probaJDly  just  as  likely  to  benefit  as  suffer 
from  a  misinformed  market,   reaping  a  windfall  when  they 
happen  to  be  on  the  right  side  of  the  transaction.   For  many 
investors,  over  time,  the  windfalls  and  harms  largely  cancel 
each  other  out.   See  Easterbrook  &  Fischel,  Optimal   Damages 
in  Securities  Cases,    52  U.  Chi.  L.  Rev.  611  (1985).   And  to 
this  we  must  add  the  evident  -  -  but  nonetheless  exceedingly 
important  --  point  that  the  "compensation"  that  occurs  often 
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comes  out  of  the  pockets  of  the  defendant  company's 
shareholders,  who  bear  no  real  responsibility  (nor  have  much 
opportunity)  to  control  the  sorts  of  self-serving  fraud  that 
company  management  frequently  practices.  See  Arlen  & 
Carney,  Vicarious  Liability  for  Fraud  oa  Securities  Markets: 
Theories  and  Evidence,  1992  U.  111.  L.  Rev.  691.  Were  such 
pocket -shifting  costless,  all  this  might  not  matter  much. 
But  by  all  accounts,  the  system  is  not  costless. 

In  my  view,  the  design  of  our  system  of  securities 
litigation  for  fraud  on  the  market  and  comparable  cases 
should  be  based  on  deterrence.  Focusing  on  that  objective 
creates  ample  room  for  reform  directed  at  frivolous  and 
speculative  litigation  without  fear  that  we  are  compromising 
some  broader,  illusory  ideal. 

II.  What  Should  Be  Done? 

There  are  many  steps  that,  if  taken,  would  be 
improvements.  For  instance,  I  support  measures  to  regulate 
financial  incentives  for  named  plaintiffs,  to  introduce  a 
greater  accountability  for  plaintiffs'  attorneys  through 
some  form  of  oversight  or  guardianship  mechanism,  to  promote 
alternative  methods  of  dispute  resolution,  and  to  reform  the 
methods  of  calculating  attorneys'  fees.  Discovery  should  be 
monitored  better.  But  by  themselves,  I  suspect  that  these 
would  produce  only  marginal  changes.  Let  me  thus  focus  on 
three  more  significant  issues: 

A.  Controlling  Speculative  Litigation 

As  I  observed  earlier,  the  basic  problem  that  we 
confront  is  excessive  -  -  rather  than  purely  frivolous  -  - 
litigation.  There  are  too  meuiy  costly  low-merit  suits.  Yet 
at  the  same  time  we  must  recognize  that  securities  fraud 
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does  exist,  and  that  private  actions  are  a  necessary 
supplement  to  SEC  enforcement  in  a  world  of  limited 
governmental  resources.  No  useful  reform  will  occur  unless 
and  until  we  design  a  mechanism  that  successfully  weeds  out 
those  cases  -  -  but  only  those  cases  -  -  that  have 
sufficiently  small  likelihood  of  success  on  the  merits  that 
the  costs  of  litigation  exceed  the  likely  benefits.  As  I 
noted,  none  of  the  currently  availcible  preliminary  motions 
does  this. 

Thus,  I  would  propose  a  mechanism  by  which  a  court  is 
directed  to  hold  a  hearing  at  the  outset  of  a  securities 
fraud  class  action  to  make  the  straightforward  determination 
of  whether  plaintiff's  claim  has  sufficient  strength  against 
each  defendant  to  warrant  class  certification  (if  otherwise 
appropriate) ,  discovery  and  trial  on  the  merits.  While 
various  formulations  of  the  ultimate  standard  are  possible 
and  deserve  consideration,  my  tentative  view  is  that  a  case 
should  be  allowed  to  proceed  if  the  court  concludes  that 
plaintiffs  have  shown  "a  significant  likelihood  of  success 
on  the  merits."  This  phrase  is  not  meant  to  require  a 
showing  that  success  is  more  likely  than  not,  but  simply 
that  the  case  is  more  than  a  speculative  one.  The  hearing 
would  be  evidentiary;  unlike  current  9(b)  motions,  the 
allegations  would  not  be  accepted  on  face  value.  The  judge 
would  incpiire  into  the  reasoning  and  factual  documentation 
that  has  led  plaintiffs  to  make  their  claim.  There  would  be 
no  burden  on  the  defendamts  to  demonstrate  the  aibsence  of  a 
violation  (although  they  could  choose  to  put  forth  whatever 
rebuttal  materials  they  wish) . 

To  be  sure,  sustaining  this  burden  will  be  difficult  in 
many  cases.  Even  in  high  merit  cases,  plaintiffs  often  lack 
access  to  information  prior  to  discovery  to  expose  the 
fraud.  But  allowing  discovery  sin^Jly  to  enaible  plaintiffs 
to  frame  their  cases  is  a  major  form  of  dysfxinction  in  the 
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current  system.  So  as  not  to  unduly  disadvantage  plaintiffs 
simply  because  of  lack  of  access,  I  would  propose  that  the 
reviewing  court,  at  its  discretion  (or  perhaps  in  all  cases 
exceeding  a  particular  threshold  of  claimed  damages)  ,  could 
request  the  participation  of  the  SEC  in  this  determination. 
The  Commission  staff  would  be  given  the  opportunity  to  make 
such  investigation  and  recommendations  as  it  deems 
appropriate  prior  to  the  court's  ruling. 

B.   Joint  and  Several  Liability 

Those  whose  alleged  participation  in  securities  fraud 
is  ancillary  face  unique  risks  in  the  current  litigation 
environment.  The  pressure  to  settle  grows  especially  strong 
when  the  case  against  the  principal  wrongdoer  seems  to  have 
merit,  even  if  the  ancillary  defendant  believes  that  it  was 
not  culpable  -  -  when  it  was  deceived  as  much  as  the 
investing  public  --  yet  might  in  hindsight  be  found 
recklessly  to  have  ignored  the  danger  signs.  Recklessness, 
after  all,  is  a  terribly  elusive  standard  both  in  doctrine 
and  application.  Here,  it  strikes  me  that  exposure  to 
possibly  massive  joint  and  several  liability  imposes 
unnecessary  costs  on  firms  that  regularly  serve  the 
securities  marketplace,  costs  that  are  often  passed  on  to 
issuers,  intermediaries  and  the  investing  public. 

As  I  emphasized  earlier,  I  do  not  think  that  a  full 
compensatory  measure  is  necessary  or  desirable  in  fraud  on 
the  market  (nonprivity)  types  of  cases.  Deterrence  is  what 
is  important,  and  effective  deterrence  can  be  accomplished 
by  limiting  deunages  based  on  proportionality  with  respect  to 
accounting  firms,  law  firms  and  others  who  --  though  liable 
as  primary  violators  because  investors  relied  on 
misrepresentations  or  omissions  for  which  they  were 
responsible  --  acted  without  actual  knowledge  or  deliberate 
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disregard  of  the  truth.  There  are  various  possible 
formulations.  One  is  to  limit  damages  in  such  cases  to  some 
multiple  of  revenues  derived  from  the  involvement 
(essentially,  the  mechanism  we  use  today  in  insider  trading 
enforcement,  where  a  threefold  multiple  is  employed  in  SEC 
actions  to  offset  the  possibility  that  the  wrongdoing  will 
go  undetected)  .  Another  is  simply  to  give  the  court  the 
discretion  to  proportion  liability  as  appropriate  in  light 
of  culpability,  involvement  and  other  traditional  factors. 
Whichever  route  is  chosen,  I  am  convinced  that  the  cost  of 
capital  formation  would  be  reduced  without  threatening  the 
deterrence  objective  of  the  securities  laws.  Indeed  I 
strongly  suspect  -  -  though  I  cannot  prove  -  -  that  in  some 
cases  courts  and  juries  would  be  jnore  likely  to  hold 
secondary  participants  liable  in  the  first  place  under  a 
regime  of  proportionate  lieibility  than  under  a  system  where 
a  finding  of  responsibility  carries  with  it  draconian 
financial  consequences.  If  so,  there  might  actually  be  a 
pro- regulatory  effect  to  such  a  shift. 

In  more  conventional  cases  of  securities  fraud  where 
people  have  actually  been  cheated  out  of  their  money  or 
property  in  the  purchase  or  sale  of  securities  by  the 
primary  wrongdoers  (i.e.,  those  based  on  privity  between  the 
plaintiffs  and  the  principal  defendants) ,  I  have  some 
concerns  eibout  limiting  lieibility.  Unlike  the  typical  fraud 
on  the  market  case,  these  frauds  can  be  devastating  to 
investors.  In  such  cases,  full  compensation  is  appropriate, 
and  often,  the  primary  wrongdoers  are  unavailcible  or 
insolvent.  In  these  circumstances,  I  would  hold  reckless 
defendants  liable  for  the  full  amount  (i.e.,  beyond  any 
proportionality  limitations)  to  the  extent  that  sufficient 
funds  are  not  available  from  the  primary  ones. 


/ 


126 


C.  Aiding  and  Abetting 

As  I  said  earlier,  I  favor  restoration  of  private 
aiding  and  aibetting  liaQ^ility  under  Rule  lOb-5  and  other 
in^lled  remedies  under  the  securities  laws.  Those  who 
knowingly  assist  persons  engaged  in  securities  fraud  should 
bear  financial  responsibility  for  their  actions.  However, 
this  reform  should  be  crafted  carefully,  because  aiding  and 
abetting  has  been  an  attractive  handle  for  speculative 
litigation.  To  this  end,  I  would  create  an  express  right  of 
action  that  inposes  aiding  and  abetting  lieOsility  --  i.e., 
llaiblllty  for  smcillary  participants  who  did  not  disseminate 
false  or  misleading  information,  and  on  whom  investors  did 
not  directly  rely  -  -  only  where  the  assistance  was  rendered 
knowingly  or  in  deliberate  disregard  or  avoidance  of  the 
truth.  As  a  separate  matter,  I  would  also  provide  for 
proportionate  liability  for  aiders  and  abettors  in  fraud  on 
the  market -type  cases  even  where  that  state  of  mind  standard 
is  satisfied. 

III.  Conclusion 

I  cannot  prove  how  frequently  frivolous  or  speculative 
litigation  occurs.  But  I  suspect  that  it  occurs  often. 
Much  more  in^ortantly,  many  economic  actors  in  our  society 
plainly  fear  that  it  does.  If  nothing  else,  the  perception 
of  a  dysfunctional  system  requires  legislative  attention. 
This  Subcommittee  should  approach  the  question  of  reform  on 
a  pragmatic,  balanced  basis.  The  sorts  of  proposals  I  and 
others  have  put  forward  appeal  to  common  sense,  independent 
of  amy  ability  to  quantify  the  extent  of  the  underlying 
problem  with  academic  precision.  I  hope  that  you  will  give 
them  serious  attention. 
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Mr.  Markey.  Thank  you,  Professor,  very  much. 

Our  next  witness.  Professor  Janet  Cooper  Alexander,  teaches 
procedure  at  Stanford  Law  School.  In  1991,  the  Stanford  Law  Re- 
view published  her  article  entitled,  "Do  the  Merits  Matter:  A  Study 
in  Settlements  and  Securities  Class  Action  Lawsuits,"  which  has 
become  one  of  the  most  widely  cited  documents  in  the  litigation  re- 
form debate. 

We  welcome  you  to  the  subcommittee  and  look  forward  to  your 
testimony. 

STATEMENT  OF  JANET  COOPER  ALEXANDER 

Ms.  Alexander.  Chairman  Markey,  Mr.  Fields,  members  of  the 
subcommittee,  thank  you  for  inviting  me  here  to  testify  today  on 
the  subject  of  securities  fraud  litigation.  Because  my  article  has 
been  so  widely  cited  and  sometimes  used  in  ways  that  I  wouldn't 
necessarily  agree  with,  I  feel  that  I  need  to  emphasize  that  I  start 
from  the  premise  that  a  vigorous,  efficient  and  accurate  enforce- 
ment of  the  Federal  securities  laws  is  essential,  and  that  private 
enforcement  is  a  necessary  adjunct  to  SEC  action,  and  for  that  rea- 
son, reform  should  be  specifically  targeted  to  particular  problems 
and  the  causes  of  those  problems,  and  not  simply  to  make  it  harder 
or  more  expensive  to  bring  all  securities  litigation. 

The  primary  purpose  of  private  enforcement  from  a  public  policy 
perspective  is  deterrence.  But  when  settlements  do  not  sufficiently 
reflect  the  merits,  and  I  am  happy  with  Professor  Coffee's  charac- 
terization that  they  don't  reflect  the  merits  enough,  then  the  goal 
of  deterrence  cannot  be  achieved. 

I  would  like  to  recommend  three  possible  reforms.  First,  encour- 
aging institutional  investors  to  play  an  active  role,  and  here  I 
strongly  endorse  Professor  Coffee's  views.  I  think  that  institutional 
investors  could  be  a  very  important  solution  to  many  of  the  prob- 
lems in  class  action  litigation  in  the  securities  area. 

I  just  add  that  the  approach  of  requiring  class  members 
withholdings  above  a  certain  threshold  to  opt  into  the  class  if  they 
wish  to  be  included  and  then  to  select  monitors  from  among  the 
opt-ins  to  take  an  active  role  is  another  option  that  should  be  con- 
sidered. 

The  second  proposal  is  to  adopt  a  system  of  regulatory  sanctions, 
that  is,  substantial  fines  to  be  paid  to  the  U.S.  Treasury,  enforced 
through  private  litigation  as  well  as  by  SEC  action,  in  place  of  the 
present  system  of  compensatory  damages. 

The  compensatory  measure  of  damages  results  in  extremely  large 
damage  claims,  very  often  in  the  tens  or  hundreds  of  millions  of 
dollars,  and  the  size  of  those  claims  is  unrelated  to  the  nature  of 
the  violation  or  the  defendants'  culpability.  It  is  disproportionate  to 
the  defendants'  conduct  in  many  cases  and  to  the  true  social  harm 
caused  by  the  violation. 

Most  importantly,  the  amount  of  damages  as  determined  under 
the  present  system  is  very  uncertain.  It  is  very  difficult  for  litigants 
to  know  what  the  amount  at  stake  really  is.  There  is  no  precise  sci- 
entific way  of  determining  the  correct  amount  of  damages,  and  the 
prevailing  methods  of  computing  damages  systematically  overstate 
the  damages  to  the  class. 
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Compensatory  damages  are  not  the  only  possible  remedy.  In  fact, 
the  usual  sanction  for  violation  of  a  regulatory  statute  such  as  the 
disclosure  laws  is  regulatory  sanctions  such  as  fines  or  penalties. 
They  can  be  calibrated  to  the  appropriate  level  of  deterrence,  to  the 
defendants'  culpability  and  to  tne  nature  of  their  participation,  and 
for  this  reason  I  think  that  such  a  system  would  be  preferable  to 
the  reform  of  proportional  liability.  They  can  be  enforced  through 
private  litigation,  as  is  the  case  under  the  environmental  laws,  and 
I  believe  that  they  would  provide  superior  deterrence. 

The  third  proposal  is  to  create  a  mechanism  to  permit  the  court 
to  screen  cases  at  an  early  stage  to  determine  whether  there  is  evi- 
dentiary support  for  the  claims.  Here  I  agree  with  Professor 
Langevoort.  I  am  not  sure  I  would  go  quite  as  far  as  he  would  in 
allowing  the  court  to  dismiss  cases  early.  But  I  think  a  problem 
evidentiary  screening  would  be  important. 

Now,  I  recognize  that  these  reforms  are  not  presently  before  the 
committee,  although  I  hope  they  may  receive  some  consideration. 
So  I  would  like  to  just  say  a  word  about  the  legislation  that  is  pres- 
ently pending. 

While  I  believe  that  some  of  the  provisions  in  the  pending  bills 
before  the  House  and  the  Senate  are  desirable,  some  of  the  most 
important  proposals  in  my  judgment  are  flawed.  In  particular,  I  do 
not  favor  adopting  proportional  liability  or  the  English  rule  or  the 
loser  pays  rule  on  attorneys'  fees  or  stricter  pleading  rules. 

Also,  I  believe  that  it  is  premature  to  mandate  the  use  of  the  per- 
centage of  the  recovery  method  at  this  time.  There  is  a  lot  of 
healthy  experimentation  going  on  in  the  district  courts  which  I 
think  would  be  a  good  idea  to  allow  it  to  continue. 

Finally,  I  would  just  like  to  ask  your  indulgence  to  permit  me  to 
correct  an  error  in  my  written  statement,  because  it  was  very  vivid, 
and  I  wouldn't  like  it  to  be  continued.  I  refer  to  the  fact  that  in 
1992  and  1993,  settlements  in  securities  class  actions  totaled  $3 
billion,  and  to  the  fact,  using  a  different  study  then,  on  the  average 
approximately  30  percent  of  the  settlement  fund  is  awarded  to  the 
class  lawyers  as  fees. 

I  should  not  have  combined  those  two  studies,  however,  because 
I  believe  that  the  $3  billion  figure  includes  some  very  large  cases 
where  the  percentage  of  attorneys  fees  was  much  less.  And  I  will 
be  happy  to  provide  a  corrected  statement. 

Thank  you  for  considering  my  views. 

[The  prepared  statement  of  Janet  Cooper  Alexander  follows.] 
Law  Review  articles  are  retained  in  the  subcommittee  files.] 
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Chairman  Markey,  Mr.  Fields,  Members  of  the  Subcommittee: 

Thank  you  for  inviting  me  to  testify  here  today  on  the  subject  of  securities  fraud 
litigation.  My  name  is  Janet  Cooper  Alexander.  I  am  a  Professor  of  Law  at  Stanford  Law 
School.  My  expertise  is  in  the  areas  of  civil  procedure,  federal  courts,  and  complex  litigation, 
and  my  research  has  concentrated  on  securities  litigation.  Before  joining  the  Stanford  faculty 
in  1987,  I  was  in  private  practice  for  nine  years,  most  recently  as  a  partner  at  a  large  law  firm 
where  my  practice  was  primarily  in  securities  litigation.  In  private  practice,  I  represented 
defendants  in  litigation  with  private  plaintiffs  and  the  SEC,  as  well  as  representing  the  plaintiff 
in  private,  non-class  securities  litigation. 

In  my  testimony  today  I  will  concentrate  on  the  structural  problems  that  drive  securities 
class  action  cases  toward  settlements  that  are  not  sufficiently  influenced  by  the  strength  of  the 
underlying  case  on  the  merits,  and  legislative  reforms  needed  to  correct  these  structural 
problems. 

I  start  from  the  premise  that  vigorous,  efficient  and  accurate  enforcement  of  the  federal 
securities  laws  is  essential  to  the  U.S.  economy  and  the  integrity  of  our  capital  markets,  and  that 
private  enforcement  is  a  crucial  adjunct  to  SEC  action. 

Securities  class  action  litigation  is  costly,  and  a  large  percentage  of  the  money  expended 
on  such  litigation  is  paid  to  lawyers  rather  than  to  investors.  In  1992  and  1993  alone,  345  such 
cases  were  settled  for  total  payments  of  $3  billion.'  During  this  same  time  period,  a  careful 
empirical  study  disclosed  that  approximately  30%  of  settlement  payments  were  awarded  to 
plaintiffs'  attorneys.^  Though  the  fees  paid  to  defendants'  lawyers  are  not  public  record,  they 
most  likely  equal  or  exceed  plaintiffs'  lawyers'  fees.  There  is  a  serious  question  whether  the 
benefits,  in  the  form  of  deterrence  and  compensation,  of  securities  class  action  litigation  as  it 
is  practiced  today  justify  these  costs. 

The  problem  is  not,  as  it  is  often  phrased,  that  there  is  an  excessive  amount  of  securities 
litigation,  that  there  is  an  epidemic  of  frivolous  litigation,  or  that  the  economy  is  being  crippled 
by  extortionate  settlements.   The  problem  is  more  fundamental  and  more  difficult  to  solve:  as 
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an  institution,  securities  class  action  litigation  is  not  doing  a  good  job  of  telling  good  suits  from 
bad  ones,  of  resolving  suits  based  on  the  strength  of  the  evidence  that  a  violation  was  committed, 
of  eliminating  weak  and  nonmeritorious  suits  at  an  early  stage,  or  of  delivering  compensation 
to  the  investors  in  whose  name  the  cases  are  brought.  As  a  result,  some  suits  are  filed  that 
should  not  be,  and  some  suits  probably  are  not  filed  that  should  be;  plaintiffs  in  some  weak  cases 
are  overcompensated,  and  those  in  some  strong  cases  are  undercompensated.  Cases  take  far  too 
long  to  resolve  and  far  too  much  of  the  money  spent  on  securities  litigation  goes  to  lawyers  on 
both  sides. 

The  primary  public  policy  goal  of  private  enforcement  is  deterrence.  But  if  settlements 
do  not  sufficiently  reflect  the  merits,  the  goal  of  deterrence  cannot  be  achieved.  Firms  and 
managers  cease  to  regard  damage  judgments  as  the  consequence  of  illegal  behavior  and  a 
powerful  incentive  to  comply  with  the  law.  Instead,  they  come  to  view  being  sued  as  a  business 
risk  beyond  their  control,  like  a  downturn  in  the  economy  or  a  shift  in  consumer  preferences. 
Some  high  technology  companies,  for  example,  have  begun  to  treat  securities  class  action 
litigation  as  a  cost  of  business  which  cannot  be  avoided  even  by  scrupulous  due  diligence  and 
compliance  programs,  and  are  building  it  into  their  budgets  and  the  price  of  their  products. 

The  reasons  why  settlements  in  securities  class  actions  are  not  sufficiently  responsive  to 
the  merits  are  discussed  in  an  article  that  is  attached  to  my  testimony,'  and  I  will  not  repeat 
them  here.    In  my  testimony  today,  I  would  like  to  focus  on  possible  reforms. 

Litigants  respond  to  changes  in  procedural  and  substantive  rules  that  alter  the  economic 
incentives  of  litigation.  For  example,  in  the  Northern  District  of  California,  which  has  one  of 
the  nation's  most  active  securities  dockets,  securities  class  actions  began  settling  earlier  after  the 
courts  adopted  the  percentage  of  the  recovery  method  of  awarding  plaintiffs'  attorneys  fees 
rather  than  the  lodestar  method.'*    Litigation  behavior  will  respond  to  changes  in  the  law;  but 

it  is  critically  important  to  identify  what  causes  the  behavior  we  want  to  change,  and  to  select 
mechanisms  that  will  address  those  causes  and  those  causes  alone.  Reform  legislation  should 
not  adopt  a  blunderbuss  approach  of  making  it  harder,  riskier,  or  more  expensive  to  bring  all 
securities  litigation.  Rather,  it  should  address  the  structural  causes  of  the  present  shortcomings. 
There  are  three  reforms  that  would  go  far  toward  addressing  these  structural  causes. 
They  are:  (1)  encouraging  institutional  investors  to  play  an  active  role  as  plaintiffs;  (2)  replacing 
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the  present  compensatory  damages  rule  with  a  regulatory  sanction  while  retaining  the  system  of 
private  enforcen-ent;  and  (3)  providing  for  a  probable  cause  hearing,  similar  to  the  preliminary 
hearing  in  criminal  cases,  to  screen  out  cases  that  lack  evidentiary  support  at  an  early  stage. 

1.  An  active  role  for  institutional  investors.  The  possibility  of  a  conflict  of  interest 
between  client  and  attorney,  which  is  present  in  all  litigation,  is  particularly  severe  in  class 
action  litigation  where  there  is  no  client  actively  monitoring  the  lawyer's  conduct  of  the  case. 
This  conflict  can  lead  to  inefficiency,  delays,  excessive  legal  fees,  and  inadequate  settlements. 
The  court's  ability  to  protect  the  class's  interests  is  limited. 

The  most  promising  solution  is  to  encourage  institutional  investors  to  take  an  active  role 
in  directing  the  lawyers'  activities,  as  clients  do  in  traditional  litigation.  The  ideal  solution  to 
the  conflict  of  interest  problem  is  an  active,  informed  client  with  a  real  and  substantial  economic 
stake  in  the  case.  In  most  class  action  litigation  such  a  client  is  not  available  because  no 
individual  class  member  has  a  large  enough  stake  to  justify  the  costs  of  monitoring  the  attorney. 
In  securities  cases,  however,  this  is  not  true.  Institutional  investors  often  have  a  substantial 
economic  interest  in  the  litigation,  and  they  are  sophisticated  consumers  of  legal  services  who 
are  used  to  supervising  attorneys.'  Institutions  hold  approximately  50%  of  all  equity  securities, 
and  their  beneficiaries  include  individuals  of  modest  means  whom  the  securities  laws  are 
especially  concerned  to  protect.  Institutional  investors  receive  about  45  percent  of  the  amounts 
recovered  for  investors  in  securities  class  actions.'  The  size  of  their  claims  makes  it  reasonable 
to  ask  them  to  take  a  role  in  the  case,  and  to  require  plaintiffs'  attorneys  to  consult  them  as  a 
lawyer  would  a  regular  client.  Because  institutional  investors  themselves  have  a  real  economic 
stake  in  the  litigation,  they  would  be  more  effective  monitors  than  a  court-appointed  guardian 
ad  litem.^ 

Most  significantly,  the  interests  of  institutional  investors  are  almost  perfectly  aligned  with 
the  public  interest.  They  have  a  strong  interest  in  the  integrity  of  the  capital  markets  and  full 
disclosure  of  material  information,  as  well  as  in  protecting  the  companies  in  which  they  invest 
from  nonmeritorious  litigation  and  excessive  costs  and  delays. 

Professor  Coffee,  I  am  sure,  will  address  the  participation  of  institutional  investors  in 
more  detail.  I  would  simply  observe  that  there  are  several  ways  of  involving  institutional 
investors.  \ 
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Under  current  law,  institutional  investors  may  become  plaintiffs  or  may  intervene  in 

cases,  though  to  date  they  have  not  done  so.  Courts  can  invite  and  encourage  institutions  to 
participate,  but  they  would  be  aided  by  legislation  to  provide  additional  incentives,  such  as 
permitting  interveners  who  participate  actively  to  be  reimbursed  for  their  expenses  from  the 
settlement  fund  and  directing  courts  to  consider  the  plaintiffs  economic  stake  in  selecting  class 
representatives  and  lead  counsel  for  the  class. 

The  pending  Senate  bill  would  require  the  appointment  of  a  plaintiff  steering  committee 
consisting  of  at  least  5  members  of  the  class  who  cumulatively  own  5  percent  or  $10  million  of 
the  shares  in  the  class.'  Possible  drawbacks  to  this  approach  include  the  difficulty  of  identifying 
such  investors  within  10  days  of  filing  the  complaint,  whether  they  would  be  willing  to  serve, 
whether  having  been  appointed  after  the  suit  was  filed  they  would  actually  play  a  significant 
decisionmaking  or  supervisory  role,  and  whether  $10  million  is  the  appropriate  threshold  based 
on  empirical  evidence  of  the  size  of  claims  in  actual  cases. 

Another  possible  approach  is  to  require  investors  with  holdings  above  a  certain  threshold 
to  opt  in  if  they  wish  to  be  included  in  the  class.  Monitors  would  be  chosen  from  among  the 
opt-ins  to  supervise  the  attorneys,  and  might  also  be  made  named  representatives  with  their 
consent.  An  opt-in  procedure  should  be  workable  in  securities  cases,  for,  unlike  most  class 
members,  institutional  investors  have  a  sufficiently  large  stake  and  sufficient  legal  sophistication 
to  prompt  them  to  opt  in.  The  opt-in  procedure  would  give  them  strong  incentives  to  participate, 
either  as  active  class  members  or  by  filing  their  own  independent  claims.  And,  because 
institutions  represent  nearly  half  of  the  potential  damages  claims,  plaintiffs'  lawyers  would  have 
an  incentive  to  conduct  the  case  so  as  to  assure  their  voluntary  participation. 

My  suggestion  for  adopting  a  regulatory  sanction  for  violations  in  place  of  the  present 
compensatory  damages  remedy,  which  is  discussed  below,  also  includes  incentives  for 
participation  by  institutional  investors. 

2.  Adopting  a  regulatory  sanction  to  replace  compensatory  class  damages.  The  single 
factor  that  most  prevents  cases  from  going  to  trial  is  the  size  and  uncertainty  of  the  potential 
damage  awards.'  For  publicly  traded  companies,  the  volume  of  shares  traded  over  a  class 
period  that  typically  spans  several  months  results  in  potential  damage  judgments  that  may  easily 
reach  into  the  tens  or  hundreds  of  millions  of  dollars.    The  amount  of  damages  depends  on 


133 


factual  assumptions  and  inferences  that  are  hotly  contested,  leading  to  great  uncertainty  over  how 
a  jury  might  decide,'"  and  the  prevailing  methodology  appears  systematically  biased  toward 
overstating  the  aggregate  damages  to  the  class." 

From  a  legislative  policy  perspective,  the  sanction  for  violation  of  a  statute  should  be 
chosen  to  provide  optimal  deterrence.  Compensatory  damages  can  provide  optimal  deterrence, 
by  causing  potential  injurers  to  internalize  the  social  costs  of  their  actions,  only  if  the  amount 
of  damages  can  be  measured  accurately  and  if  the  legal  measure  of  damages  reflects  the  social 

costs  of  the  violation."  This  is  not  true  of  compensatory  damages  in  securities  class  actions. 
A  compensatory  damages  remedy  was  the  only  remedy  available  to  courts  implying  a  private 
right  of  action  under  Rule  lOb-5.   But  it  is  not  the  only  remedy  available  to  Congress. 

The  usual  sanction  for  violation  of  a  regulatory  statute  is  a  regulatory  sanction,  such  as 
a  fine  whose  amount  may  vary  according  to  the  culpability  of  the  act.  Such  regulatory  sanctions 
may  be  enforced  through  private  lawsuits,  as  is  the  case  under  the  environmental  laws,"  and 
could  provide  superior  deterrence  under  the  securities  laws. 

A  regulatory  sanction,  in  the  nature  of  a  schedule  of  fines,  could  be  tailored  to  the 
deterrent  purposes  of  the  statute,  rather  than  being  subject  to  the  unpredictable  vagaries  of 
trading  volumes.  It  would  be  certain  in  amount.  It  could  be  scaled  to  reflect  tiie  culpability  of 
the  defendant.  It  would  substantially  decrease  the  complexity  and  cost  of  securities  litigation  by 
eliminating  the  need  for  costly  discovery  and  expert  testimony  on  the  damages  issue,  and  would 
increase  the  predictability  and  consistency  of  trial  outcomes. 

A  regulatory  sanction  such  as  I  propose  could  be  enforced  through  private  litigation  on 
the  model  of  the  qui  tarn  action,  in  which  a  private  party  brings  an  action  for  the  benefit  of  the 
government  and  is  paid  a  bounty  if  successful.  Class  actions  for  compensatory  damages  would 
be  eliminated.'*  The  sanction  for  violation  of  the  securities  laws  would  instead  be  a  statutory 
penalty,  to  be  paid  into  the  United  States  Treasury,  perhaps  earmarked  for  the  use  of  the  SEC. 

Private  suits  to  enforce  the  law  could  be  brought  by  buyers  or  sellers  during  the  period  of 
nondisclosure,  as  under  present  law.    As  in  the  traditional  qui  tarn  action,  successful  plaintiffs 
would  receive  a  statutory  bounty  out  of  the  regulatory  penalty.   Their  attorneys  fees  would  be 
paid  either  out  of  the  penalty  or  the  bounty,  or  through  a  statutory  attorneys'  fee  provision. 
The  procedure  could  be  refined  to  encourage  the  participation  of  institutional  investors. 
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Under  this  version,  defendants  would  still  be  liable  to  investors  for  their  losses  caused  by  the 
violation,  but  such  actions  could  not  be  brought  as  class  actions.  Plaintiffs  who  traded  during 
the  period  of  nondisclosure  could  bring  suit  for  their  own  losses,  to  recover  the  statutory  penalty 
for  the  U.S.  Treasury,  and  for  their  attorneys  fees.  I  prefer  this  version  because  it  would 
encourage  institutional  investors  to  bring  the  suits.  Ideally,  the  statute  would  provide  a  method 
for  compensating  plaintiffs  and  their  attorneys  that  would  result  in  suits  being  brought  by 
individuals  with  a  substantial  personal  stake  in  the  litigation,  rather  than  by  plaintiffs'  lawyers 
on  behalf  of  nominal  clients. 

The  most  powerful  objection  to  this  proposal  is  that  it  would  abandon  the  compensatory 
function  of  the  present  system  of  private  enforcement  or,  under  the  modified  proposal,  it  would 
as  a  practical  matter  permit  compensation  only  to  large  investors.  These  are  very  significant 
considerations. 

Securities  class  action  litigation  as  it  is  practiced  today,  however,  does  not  do  a  very 
good  job  of  delivering  compensation  to  class  members.  Settlements  represent  only  a  small 
fraction  of  the  class's  potential  damages  --  probably  about  11  percent  to  18  percent."  About 
30  percent  of  this  amount  goes  to  the  lawyers  for  the  class.  The  remainder  is  distributed 
disproportionately  to  institutional  investors.  About  40  percent  to  60  percent  of  eligible  shares 
do  not  even  file  claims,"  and  the  largest  institutional  investors  receive  about  45  percent  of 
settlements.'^ 

3.  Probable  cause  hearing.  The  inability  of  the  present  system  to  dispose  of  weak  cases 
at  an  early  stage,  without  the  expenditure  of  large  amounts  of  time  and  money  by  both  sides, 
wastes  the  resources  of  the  parties  and  the  courts.  To  address  these  concerns,  it  has  been 
proposed  in  H.  417  to  dispose  of  more  cases  at  the  threshold  through  stringent  pleading 
requirements.  This  approach  runs  the  risk  of  eliminating  good  suits  as  well  as  bad  ones.  The 
essence  of  a  securities  violation  is  that  it  is  hidden  from  the  public.  Plaintiffs  can  reasonably 
be  required  to  make  specific  allegations  about  the  nature  of  the  misrepresentations  they  allege. 
But  it  is  not  reasonable  to  ask  them  to  allege  the  facts  of  the  concealment  with  particularity: 
plaintiffs  need  discovery  to  flesh  out  these  facts,  and  to  obtain  discovery  they  must  be  able  to 
survive  a  motion  to  dismiss. 
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One  solution  would  be  to  introduce  a  probable  cause  hearing,  similar  to  the  preliminary 
hearing  in  criminal  cases  in  which  the  prosecution  has  to  show  that  it  has  sufficient  evidence  to 
proceed  to  trial.  The  pleading  standards  that  are  applicable  to  all  complaints  in  federal  court 
would  continue  to  apply  to  securities  complaints.  An  intermediate  step  between  the  motion  to 
dismiss  and  the  summary  judgment  motion  would  be  added,  however,  to  allow  the  court  to 
screen  cases  at  an  early  stage  to  establish  that  the  plaintiffs  will  be  able  to  produce  evidentiary 
support  for  their  theories.  Following  this  initial  determination,  the  case  could  proceed  with 
further  discovery  and  trial. 

The  probable  cause  hearing  would  occur  before  the  bulk  of  the  most  expensive  discovery 
and  pretrial  practice."  It  would  not  impose  unnecessary  costs,  because  the  hearing  would  be 
based  on  the  core  information  that  is  essential  for  both  sides  to  know  before  they  can  evaluate 
the  case  for  settlement  or  even  plan  trial  preparation. 

Recently,  lawyers  have  increasingly  engaged  in  informal  exchanges  of  information  at  the 
very  outset  of  cases,  and  some  have  reported  that  they  have  resolved  cases  at  an  early  stage  in 
this  way.  The  recent  revisions  to  the  Federal  Rules  of  Civil  Procedure  would  facilitate  such 
practices  by  requiring  the  early  and  automatic  disclosure  of  relevant  information. 

The  preliminary  hearing  would  formalize  this  procedure  and  provide  a  screening  role  for 
the  court  to  cut  off  suits  where  the  allegations  of  the  complaint  are  sufficient  to  withstand  a 
motion  to  dismiss  but  there  is  not  enough  evidentiary  support  to  justify  proceeding  further. 
Active  case  management  by  judges  could  further  streamline  the  litigation. 

Conclusion 

Legislative  reforms  to  correct  structural  problems  that  lead  to  inefficient  or 
nonmeritorious  securities  litigation  are  desirable.  Such  reforms,  however,  should  be  carefully 
addressed  to  the  structural  causes  of  such  problems.  In  particular,  it  is  important  not  to 
eliminate  meritorious  cases  as  well.  The  three  reforms  I  have  suggested  are  not  presently  before 
the  Subcommittee  which  I  believe  would  contribute  to  this  effort. 


'Securities  Class  Action  Alert,  Jan.  1994,  Vol.  7  no.  1  at  60. 

^Frederick  C.  Dunbar  &  Vinita  M.  Juneja,  Recent  Trends  II:  What  Explains  Settlements  in 
Shareholder  Class  Actions?  (National  Economic  Research  Associates,  Inc.  1993),  Table  4 
(attorneys  fees  averaged  31.32%  of  settlements  in  sample  of  135  cases,  July  1991  through  June 
1993). 
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'Do  the  Merits  Matter?  A  Study  of  Settlemerus  in  Securities  Class  Actions.  43  Stan.  L. 
REV.  497  (1991). 

*The  percentage  of  the  recovery  method  is  not  a  panacea.  While  it  avoids  the  lodestar 
method's  incentive  to  overiitigation,  we  should  not  forget  that  the  lodestar  was  adopted  in 
response  to  the  perception  that  the  percentage  method  led  to  quick,  cheap  settlements. 

'If  institutions  took  an  active  role  in  selecting  counsel  for  the  class,  competition  among  the 
plaintiffs'  bar  could  be  increased.  See  In  re  Oracle  Sec.  Litig.,  131  F.R.D.  688  (N.D.  Cal. 
1990)  (noting  need  for  increased  competition  in  provision  of  class  counsel  services). 

^Private  Litigation  Under  the  Federal  Securities  Laws:  Hearings  Before  the  Subcommittee 
on  Securities  of  the  Senate  Committee  on  Banking,  Housing  and  Urban  Affairs,  103rd  Cong., 
1st  Sess.  783-92  Getter  from  Dennis  A.  Gilardi,  Gilardi  &  Co.,  to  Christopher  J.  Dodd,  U.S. 
Senator,  June  15,  1993)  (in  83  cases  administered  by  this  firm,  the  institutional  investors  among 
the  top  50  claimants  received  an  average  of  45.9%  of  the  recovery). 

^See  S.  1976,  section  103(a). 

'S.  1976,  section  103. 

'This  is  significant  because  it  is  the  inability  to  take  cases  to  trial  that  leads  to  settlements 
becoming  divorced  from  the  expected  (trial)  value  of  the  case. 

"*For  example,  in  one  case  the  plaintiffs'  expert  witness  testified  that  different  assumptions 
produced  calculations  of  class  damages  of  $201  million,  $297  million,  and  $350-400  million. 
Deposition  of  John  B.  Torkelsen  at  87,  In  re  Diasonics  Sec.  Litig.  (N.D.Cal.  Apr.  15,  1987, 
filed  June  29,  1987  (No.  C-83-4584). 

"See  Janet  Cooper  Alexander,  The  Value  of  Bad  News  in  Securities  Class  Actions, 
forthcoming,  41  UCLA  L.  Rev.  (August  1994);  Bradford  Cornell  &  R.  Gregory  Morgan,  Using 
Finance  Theory  to  Measure  Damages  in  Fraud  on  the  Market  Cases,  37  UCLA  L.  Rev.  883 
(1990);  Jon  Koslow,  Note,  Estimating  Aggregate  Damages  in  Class-Action  Litigation  Under  Rule 
lOb-5  for  Purposes  of  Settlement,  59  Fordham  L.  Rev.  811  (1991). 

"5ee  Robert  D.  Cooter,  Prices  and  Sanctions,  84  COLUM.  L.  Rev.  1523  (1984). 

"See,  e.g..  Clean  Water  Act,  33  U.S.C.  sec.  1365;  Clean  Air  Act  Amendments  of  1990, 
42  U.S.C.  sec.  7604;  Resource  Conservation  and  Recovery  Act,  42  U.S.C.  sec.  6972; 
Comprehensive  Environmental  Response,  Compensation  and  Liability  Act,  42  U.S.C.  sec  9659. 

'■^is  step  would  eliminate  a  great  deal  of  the  complexity  and  expanse  of  the  present  system. 

"The  rate  of  recovery  in  securities  class  actions  is  the  subject  of  vigorous  debate.  The 
estimate  in  the  text  is  based  on  an  independent  analysis  of  the  data  submitted  by  proponents  of 
securities  litigation,  set  out  in  detail  in  Alexander,  The  Value  of  Bad  News  in  Securities  Qass 
Actions,  Part  IIL 

''Alexander,  TTjc  Value  of  Bad  News,  at  29-30. 

"See  note  6,  supra. 

"The  procedure  would  build  on  the  procedure  established  in  last  year's  amendments  to  the 
discovery  rules,  in  which  the  parties  automatically  exchange  the  core  information  relevant  to  the 
case  at  an  early  stage;  limited  additional  discovery  would  also  be  permitted. 
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Mr.  Markey.  Thank  you,  Professor,  very  much. 

Our  next  witness.  Professor  Abraham  Briloff,  is  the  Emanuel 
Saxe  Distinguished  Professor  of  Accounting,  Professor  Emeritus, 
Baruch  College,  City  University  of  New  York.  He  is  also  a  certified 
public  account  and  practiced  actively  in  the  field  for  more  than  20 
years  until  turning  to  teaching.  He  has  published  four  books  and 
more  than  200  articles  in  accounting,  tax,  financial  and  legal  publi- 
cations, and  was  recently  described  in  Barron's  as  the  conscience 
of  his  profession. 

We  look  forward  to  your  testimony,  Professor,  whenever  you  are 
ready. 

STATEMENT  OF  ABRAHAM  J.  BRILOFF 

Mr.  Briloff.  Thank  you.  Chairman  Markey,  and  thanks  to  the 
committee  for  the  invitation  to  appear  before  you. 

I  have  submitted  a  brief  summary  statement  that  has  been  dis- 
tributed. I  have  also  submitted  a  packet  of  materials  which  I  un- 
derstand has  been  distributed  amongst  the  committee  members 
and  will  be  included  in  the  record. 

And  so  for  today's  presentation,  oral  presentation,  which  I  under- 
stand is  to  be  limited  to  5  minutes,  and  when  I  accepted  the  5- 
minute  rule  I  was  sure  that  the  colleagues  on  the  panel  would  cede 
all  of  their  time  to  me  so  I  would  have  30  minutes,  but  regrettably 
that  is  not  the  case. 

Now,  I  would  like  to  indulge  in  a  stream  of  consciousness  which 
I  expect  to  be  limited  to  that  timeframe.  But  before  I  do  so,  I  do 
want  to  add  one  comment  to  the  inspired  suggestions  that  have 
been  made  by  the  professors  of  law  with  respect  to  possible  changes 
in  the  private  litigation  arena  involving  securities  litigation. 

We  heard  from  your  colleague  from  Louisiana  some  rather  highly 
charged  phrases  about  frivolousness,  and  where  some  of  the  pay- 
ments were  essentially  extortionate,  where  the  payments  were 
shakedowns,  and  similar  pejorative  phrases.  I  have  one  suggestion 
on  that  score.  From  my  very  limited  experience  of  a  quarter  of  a 
century,  I  may  have  been  involved  on  three  or  four  occasions  as  an 
expert  witness  involving  actions  against  accounting  firms,  and  in 
each  of  those  situations,  each  of  them,  the  case  was  closed  by  set- 
tlement with  an  agreement  of  confidentiality. 

I  would  exorcise,  abort  the  confidentiality  privilege  that  is  ex- 
tended in  cases  of  settlement.  If,  therefore,  the  record  were  exposed 
so  that  academics  in  accounting  or  law  could  really  get  to  the  sub- 
stantive issues  as  to  what  it  is  that  may  have  contributed  to  the 
settlement,  I  think  we  would  have  a  far  better  notion  of  the  legit- 
imacy of  the  claims. 

My  essential  stream  of  consciousness,  Chairman  Markey  and 
members  of  the  committee,  has  to  do  with  the  soul  of  my  profes- 
sion, the  accounting  profession.  As  things  stand  now,  I  find  that  it 
is  incomprehensible  that  the  major  firms  are  spearheading  the 
drive  for  yet  further  relief  from  litigational  claims  and  judgments, 
together  with  their  lobbies. 

As  things  stand  now,  they  are  immunized  so  enormously.  First 
there  is  Hochfelder,  who  says  there  must  be  scienter,  hence  direct 
and  absolute  knowledge  regarding  the  negligence  of  the  fraud. 
Then,  now  with  Justice  Kennedy's  determination  in  the  Central 
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Bank  case,  even  aiding  and  abetting  is  not  a  basis  for  a  litigation 
against  them,  and  excepting  in  situations  where  they  are  primarily 
responsible  as  conspirators  or  co-conspirators. 

Justice  Kennedy  referred  to  the  fact  that  litigation  in  securities 
matters  is  vexatious — that  was  his  phrase — and  so  he  determined 
to  study  the  10(b)  provisions  title  by  title  and  came  up  with  the 
fact  that  since  aiding  and  abetting  does  not  appear  in  there  as  a 
consequence,  aiding  and  abetting  is  not  a  valid  basis. 

What  Justice  Kennedy  forgot  or  overlooked  was  that  justice  is 
blind,  and  therefore  the  judicial  process  must  involve  intuitive  rea- 
soning, understanding,  empathy  and  sensitivity,  and  not  just  a  lit- 
eral word-by-word  parsing  of  a  provision.  And  to  therefore  ignore 
3  score  years  of  precedence  in  that  regard  is  to  my  mind  a  mis- 
carriage of  the  process  of  justice. 

And  so  we  keep  going  on  now  to  what  is  even  more  egregious. 
State  after  State,  now,  has  adopted  the  so-called  limited  liability 
company  law,  most  recently  New  York.  And  as  the  August  8th 
issue  of  a  publication  called  Accounting  Today  says,  the  major 
firms  have  now  gone  on  to  the  bandwagon  and  formed  limited  li- 
ability partnerships,  and  very  soon,  we  are  told,  all  of  the  major 
firms  will. 

When  we  talk  about  the  major  firms,  you  are  talking  about  giant 
business  for  the  big  six  who  are  principally  involved,  as  you  were 
told,  in  this  litigational  phenomenon.  Worldwide,  their  revenues 
are  about  $30  billion,  as  I  recall.  In  the  United  States,  about  $12- 
or  $13  billion. 

And  when  we  talk  about  a  billion  dollars  of  settlements  in  the 
S&L's,  that  means  that  the  taxpayers  have  absorbed  the  other 
$249  billion.  And  why  should  the  auditors  be  principally  and  pri- 
marily responsible?  Because  society  has  designated  them  to  be  the 
ultimate  sentinel  at  the  gates.  Whatever  it  is  that  may  have  oc- 
curred in  the  corporate  governance  process,  until  such  time  as  they 
opined  with  respect  to  that  total  process,  that  came  before  them, 
and  should  come  before  them. 

So  the  fact  that  they  become  centrally  involved  in  the  litigation 
is  entirely  understandable,  and  for  that  reason  a  year  ago  I  testi- 
fied, equally  intensely,  against  the  possible  litigation  of  separate 
and  proportional  rather  than  joint  and  several. 

Now,  add  to  that,  going  back  to  my  profession,  most  recently,  a 
few  months  ago,  the  American  Institute  of  Certified  Public  Ac- 
countants— notice,  the  American  Institute  of  Certified  Public  Ac- 
countants no  longer,  as  it  was  known  at  one  time — the  American 
Institute  of  Accountants,  said  that  up  to  I  believe  33,  possibly  40 
percent  of  ownership  of  these  companies,  of  these  firms,  partner- 
ships or  companies,  may  now  be  non-CPA's. 

What  is  it  that  we  are  turning  to?  What  are  we  turning  to?  In- 
dustrial giants  rather  than  professional  firms.  Very  soon  I  can  see 
with  my  Cassandra  sensitivity  or  sense  that  the  40  percent  or  the 
30  percent  will  be  acquired  by,  let  us  say,  a  finance  organization, 
Citicorp,  American  Express,  or  else  that  33  percent  would  go 
through  an  initial  public  offering  to  the  public. 

To  the  extent,  therefore,  that  we  will  still  be  referred  to  as  a  pro- 
fession along  the  way,  it  would  be  because  we  have  joined  the 
league  of  the  oldest  profession. 
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So  it  is,  as  you  can  see  from  the  title  theme  which  I  assigned  to 
my  presentation,  a  call  from  my  profession  as  epiphany — I  apolo- 
gize for  any  presumptuous  overtone,  but  I  am  saying,  this  is  a  time 
for  us  to  heed  a  call,  for  us  to  determine  where  we  are  going. 

To  say  to  ourselves,  we  are  not  being  confronted  by  a  litigation 
crisis,  really,  we  are  not.  We  are  confronted  by  an  identity  crisis. 
And  as  an  incident  to  heeding  that  call  for  reflection,  to  remember 
the  obligation  that  we  owe  to  our  forebears  over  the  century  of  the 
evolution  of  our  profession,  and  then  to  think  hard  about  the  obli- 
gation that  we  owe  to  posterity. 

So  it  is  that  I  know  I  have  not  really  addressed  myself  to  the 
hard-core  of  the  legislative  process.  I  am  again,  with  the  same  pas- 
sion demonstrated  by  your  colleague  from  Louisiana,  appealing  for 
the  rededication  of  my  beloved  profession  to  its  responsibility,  to  its 
covenant  with  society,  namely  to  be  the  independent,  repeat,  inde- 
pendent examiner  of  the  accounts  and  recoras  and  the  entire  cor- 
porate governmental  process  that  has  proceeded,  and  then  to 
render  an  independent  opinion  with  respect  to  what  has  gone  for- 
ward. 

Thank  you. 

[The  prepared  statement  of  Abraham  J.  Briloff  follows.  Attach- 
ments to  the  prepared  statement  are  retained  in  the  subcommittee 
files.] 
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A  Call    for  My  Profession's  Epiphany 

Statement  by 

Abraham  J.  Briloff,   Ph.D.,  CPA 

Emanuel   Saxe  Distinguished  Professor  Emeritus 

Bernard  M.  Banjch  College 

The  City  University  of  New  York 

Chainnan  Markey,  Members  of  the  Subcoimni ttee  on  Telecommunications  and 
Finance  of  the  Comiiittee  on  Energy  and  Conmerce:  My  name  is  Abraham  J. 
Briloff.   I  am  a  Certified  Public  Accountant  and  the  Emanuel   Saxe  Distinguished 
Professor  of  Accountancy  Emeritus  of  the  Bernard  M.   Baruch  College  of  the  City 
University  of  New  York.      I  am,   once  again,  gratified  for  having  been   invited 
to  testify  before  a  contnittee  of  the  Congress  of  the  United  States  regarding 
Issues  relating  to  my  profession  of  accountancy — an  area  wherein  I  have 
practiced  and  taught  for  more  than  a  half  century.     This  expression  of 
gratitude  is  not  platitudinous;   instead,   it  reflects  my  appreciation  for  this 
opportunity  to  set  forth  my  views  in  this  important  forum  regarding  a  most 
critical   professional    Issue  and  thereby,  hopefully,   to  contribute  to  the 
advancement  of  my  profession  or,  aS  It  happens,   to  slow  its  "race  for  the 
bottom." 

For  this  morning's  testimony  I  have  opted  for  the  title  theme     "A  Call   for 
My  Profession's  Epiphany."  By  so  doing  I  have  determined  to  elevate  ny 
expressions  of  anxious  concern  to  a  most  awesome  level;  but  lest  it  sound 
presumptuous   I  want  to  make  clear  that  I  intend  the  secular  definition  of 
Epiphany,  to  wit:   "  A  Sudden,  intuitive  perception  of  or  insight  into  the 
reality  of  essential  meaning  of  something,   usually  initiated  by  some  simple 
homely,  or  conwponplace  occurrence  or  experience."  (Random  House  Dictionary) 

At  the  outsat  I  want  to  make  clear  that  I   am  opposed  to  the  legislation 
presently  pending  in  the  Congress  wh^ch  would  serve  to  limit  the  liability  of 
the  Independent  auditors  for  their  failure  to  fulfill    the  responsibilities 
vested  In  them  by  the  Federal  Securities  Laws,  expecially  the  anti-fraud 
provisions  on  the  Securities  Act  of  1934.      I   have  testified  previously  to  that 
end  on  July  21,   1993,  before  the  Subcoomi ttee  on  Securities  of  the  United 
States  Senate  Connittee  on  Banking,  Housing  and  Urban  Affairs;   I  have 
addressed  the  question  directly  in  an  address   last  May  26  at  a  meeting  of  The 
Foundation  for  Accounting  Practitioners.   (I  have  provided  your  Connittee  with 
a  packet  of  selected  materials   to  accompany  this  presentation;)   So  it  is  that 
my  views  regarding  this  controversy  have  been  expressed  in  various  public 
forums  and  contexts. 

In  continuing  to  press  for  a  Congressional  enactment  to  further  limit  the 
liability  of  auditors  for  their  adjudicated  professional  misconduct  the 
organized  accounting  profession  and  their  lobbies  are  demonstrating  that  they 
are  a  most  powerful   special    interest  group  with  unbounded  aggression  and 
avarice.  I  say  this  because  the  accounting  profession  is  already  most 
effectively  Insulated  from  the  consequences  of  their  lapses,  including: 

•The  U.S.  Supreme  Court  determination  in  Hochfelder  a  score  of  years  ago 
holding  that  an  auditor  could  be  held  responsT5TeToFTf1s  neligence  only  if  it 
was  determined  that  his  conduct  approached  criminal    fraud.  That  is  how  I 
interpret  the  Court's  scienter  standard. 

•This  Spring,  the  Court  determined  that,  despite  three  score  years  of  at 
least  benign  acceptance  of  the  notion  that  to  knowingly  aid  and  abet  a   fraud 
could  subject  the  auditor  to  legal   liability,  that  aiding  and  abetting  notion 
did  not  apply.  As  a  consequence,   an  auditor  is  now  deemed  to  be  culpable  only 
If  he  Is  determined  to  be  a  primary  conspirator  or  perpetrator;  again,  why 
this  should  not  warrant  a  referral    for  a  criminal   probe  is  beyond  me.   In  an 
earlier  day  such  involvements  have  been  thus  referred,   followed  by  trials, 
convictions  and  sentencing. 

•In  various  jurisdictions  the  auditors  have  been  immunized  because  the 
plaintiffs  could  not  demonstrate  privity.  I.e.,  direct  linkage  between  the 
alleged  miscreant  and  the  euchered  lender  or  Investor. 
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•  And  more  recently  the  states  have  enacted  so-called  LLCs  (limited 
LfabiHty  Companies,  Corporations  or  Partnerships).     Again,  another  protective 
hedge  for  the  adjudged  miscreants. 

One  might  well   ask,  vrith  all   of  that  Insulation,  why  this  ongoing  intense 
drive  for  yet  another  measure  of  relief,  to  subsltitute  a  "separate  and 
proportional"  standard  for  the  prevailing  "joint  and  several"? 

In  short,  I  an  asserting  categorically  and  unequivocally  that  the 
profession  is  confronting  a  most  serious  crisis  which  calls  for  the 
consideration  of  the  Congress  and  other  sectors  of  our  society.  But  it  is  not 
the  so-called  litigation  crisis;  instead.  It  is  an  identity  crisis.  Thus,  we 
profess  to  the  Congress  and  society  generally  that  we  are  a  profession 
dedicated  to  the  Independent  probe  and  opining  regarding  the  fairness  of 
financial   statements;  we  have,  Infact,  become  a  major  service  industry 
prepared  to  undertake  whatever  assignoents  for  which  clients  are  willing  to 
pay.     And  in  this  hot  pursuit  for  fees,   the  firms  engage  In  competitive 
practices  which  but  a  generation  ago  would  have  called  for  disciplinary 
sanctions. 

And  ti*»ile  they  are  thus  engaged  in  this  self-aggrandizement  the  firms, 
especially  those  who  should  be  most  vitally  comnitted  to  the  fulfilment  of  its 
objectives,  are  falling  in  their  role  as  the  Independent  auditors  on  behalf  of 
third  parties—the  sole  function  to  which  our  CPA  license  extends. 

What  1  find  especially  ironic  is  that  In  recent  days  in  these  Halls  of 
Congress  the  phrases"  conflict  of  Interest"  and  "recusal"  have  resonated  with 
countless  frequency.  Yet  ny  colleagues  come  before  you  asserting  that  while 
they  are  presumed  to  be  serving  society  as  the  Independent  auditors  of  the 
entities  in  which  third  parties  have  a  vital  stake,  in  an  environment  in  which 
society  must  have  implicit  confidence  in  such  presumptive  independence,  my 
colleagues  nonethless  feel   free,  as  noted,  to  pursue  the  coin  wherever  it  may 
lead.     And  then  this  is  the  ultimate  of  their  hubris,  they  assert  that  they, 
and  they  alone,  will  Judge  the  appropriateness  of  their  conduct,  without 
feeling  constrained  to  disclose  the  areas  of  their  periferal   Involvement. 

Your  August  5  fax  confirming  your  invitation  to  me  to  testify  this  morning 
also  Invited  my  views  regarding  the  Central  Bank  of  Denver  case.     The  packet 
of  materials  submitted  seperately  includes  a  discussion  of  the  U.S.  Supreme 
Court's  decision.     As  a  non-lawyer,   I  believe  that  the  majority  of  the  Court 
has  failed  to  fulfill   the  objectives  of  the  judicial   process  as  I  envisage 
it.     That  this  is  not  a  knee-jerk  reaction  to  the  decision.     May  be  evidenced 
by  a  quotation  from  my  The  Effectiveness  of  Accounting  Conwunication  (1967) 
including  (pages  83-84): 

In  his  The  Nature  of  the  Judicial   Process,  Mr.  Justice  Cardoza 
described  the  duty  of  judging  as  envisaged  by  some  judges  as 
comparable  with  the  matching  of  "the  colors  of  the  case  at  hand 
against  the  colors  of  many  sample  cases  spread  out  upon  their 
desk."    Observing  that  some  judges  seldom  get  beyond  this 
process.  Justice  Cardoza  continues:     "But  ...  no  system  of 
living  law  can  be  evolved  by  such  a  process,  and  no  judge  of  a 
high  court,  worthy  of  his  office,  views  the  function  of  his 
place  so  narrowly." 

Insofar  as  the  SEC  is  concerned,   I  have  regularly  expressed  ray  high  regard  for 
the  connission  as  undoubtedly  the  best  such  regulatory  agency;  nonetheless 
because  of  limited  resources  and,  all   to  frequently,  the  Interposltioning  of 
political  constraints,  it  has  not  proven  adequately  effective  to  deter 
securities  fraud.     Accordingly,   I  am  opposed  to  the  pending  legislation  which 
would  further  limit  the  ability  of  defrauded  investors  to  be  compensated  for 
their  losses,  to  the  extent  such  lawsuits  may  have  been  induced  by  the  failure 
on  the  part  of  the  independent  auditor  to  fullfil   his  professional   undertaking. 

I  now  look  forward  to  such  questions  as  you  may  have  regarding  my 
presentation  or  otherwise  with  respect  to  matters  with  which  I  may  have  an 
informed  view.     Again,   I  very  much  appreciate  this  opportunity  to  apperar 
before  you  this  morning. 
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Mr.  Markey.  Thank  you,  Professor. 

And  our  final  witness  on  this  first  panel  is  Professor  Arthur  Mil- 
ler, the  Bruce  Bromley  Professor  of  Law  at  Harvard  Law  School. 
He  is  coauthor  or  author  of  more  than  40  books  and  treatises,  in- 
cluding the  leading  authority  on  civil  procedure,  a  25-volume  work 
entitled  "Federal  Practice  and  Procedure".  He  has  served  on  Fed- 
eral advisory  panels  and  committees. 

We  welcome  you  back  before  the  subcommittee,  Professor.  When- 
ever you  are  ready,  please  begin. 

STATEMENT  OF  ARTHUR  R.  MILLER 

Mr.  Miller.  Thank  you,  Mr.  Chairman,  members  of  the  sub- 
committee. 

I  almost  feel  a  genetic  relationship  with  Professor  Briloff.  The 
two  of  us,  undoubtedly  getting  a  message  from  Mr.  McMillan  last 
night,  both  wore  gray  suits,  not  blue  suits.  And  I  suppose  in  a  way 
we  both  come  at  the  subject  of  the  subcommittee's  work  sort  of  in- 
directly. He  from  the  accounting  profession,  I  am  a  proceduralist. 

I  am  not  a  specialist  in  securities  law.  I  know  very  little  about 
it.  But  I  have  devoted  my  life  to  procedure.  I  am  a  narrow-cast  per- 
son. But  I  love  procedure.  And  beyond  loving  procedure,  I  love  the 
Federal  courts  of  the  United  States.  I  think  they  are  a  bastion  of 
honor  for  this  country.  So  therefore  my  comments  in  a  way,  like 
Professor  Briloff  s,  will  be  impressionistic. 

I  want  to  talk  about  these  cases  in  the  Federal  courts.  And  I  do 
so,  unfortunately,  not  from  the  neat  dichotomy  of  being  an  aca- 
demic versus  being  in  the  real  world,  because  I  think  for  the  last 
25  years  I  have  been  in  the  real  world,  working  with  the  Federal 
courts,  with  the  Supreme  Court,  with  the  American  Law  Institute, 
with  lawyers,  and  also  in  cases,  I  have  been,  so  to  speak,  in  the 
street.  I  know  what  these  cases  look  like  and  feel  like. 

Proposition  number  one.  There  is  no  explosion  of  securities  fraud 
cases.  It  couldn't  be  clearer.  Every  statistic  we  have  looked  at  dem- 
onstrates an  absolutely  flat  pattern  for  about  20  years.  Indeed,  it 
is  remarkable  that  it  shows  a  flat  pattern,  since  the  intensity  and 
frequency  of  securities  transactions  has  magnified  tremendously 
during  that  period. 

Any  assertion  that  there  is  an  explosion  of  securities  fraud  cases 
is  simply  not  credible.  I  have  never  met  a  Federal  judge  who  has 
looked  me  in  the  eye  and  said,  you  know,  I  am  bothered  by  securi- 
ties fraud  cases.  Securities  fraud  cases  represent  a  subset  of  a  mod- 
em phenomenon  that  beset  the  Federal  courts:  complex  litigation. 

That  leads  to  proposition  number  two.  There  is  nothing  unique 
about  a  securities  fraud  case  when  it  is  compared  with  the  other 
components  of  complex  litigation.  There  is  nothing  unique  about  a 
securities  fraud  case  brought  as  a  class  action  when  you  compare 
it  to  a  tort  case,  when  you  compare  it  to  a  product  liability  case. 
They  are  roughly  peas  in  a  pod,  or  at  least  first  cousins.  They  all 
have  the  same  characteristics. 

As  a  proceduralist  and  as  a  deep  believer  in  the  need  for  rel- 
atively simple  uniform  rules  that  apply  in  all  civil  litigation  in  the 
United  States,  I  see  absolutely  no  justification  to  twist  and  turn 
and  contort  existing  rules  simply  because  there  are  a  few  securities 
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class  actions  out  there,  when  I  know  it  is  a  microscopic  percentage 
of  the  burden  of  the  Federal  judiciary. 

Third  proposition.  I  testified  before  you  in  1991  in  connection 
with  the  attempt  to  deal  with  the  Lampf  problem,  the  statutes  of 
limitation  problem.  At  that  time,  I  urged  caution.  I  said,  things  are 
going  on  in  the  judiciary.  Do  not  overreact.  Do  not  throw  the  baby 
out  with  the  bath  water.  Do  not  inoculate — ^because  I  do  buy  your 
swine  flu  analogy.  Let's  step  back  and  look  at  what  is  actually  hap- 
pening in  the  Federal  courts. 

Number  one,  throughout  this  land,  there  is  a  deep  commitment 
to  review  judicial  management.  This  Congress,  in  the  early  parts 
of  this  decade,  mandated  expense  and  delay  reduction  plans.  They 
are  coming  on  line  now.  When  I  was  appointed  to  the  Federal 
Rules  Advisory  Committee,  I  led  the  committee  to  beef  up  Rule  16, 
which  deals  with  management. 

The  judges  that  sit  on  the  Federal  benches  in  this  country  are 
fully  cognizant  of  the  expense  and  delay — the  twin  scourges  of  civil 
litigation — phenomena  that  are  absolutely  uniform  across  the  liti- 
gation horizon.  They  have  been  working  at  it  and  improving  it  year 
by  year  by  year  by  year.  They  are  rather  gifted  at  doing  that. 

In  the  last  few  years  since  I  was  here.  Rule  9(b),  the  special 
pleading  rule  for  fraud,  has  been  used  as  a  screening  device  by 
Federal  judges  to  separate  the  wheat  from  the  chaff.  Indeed,  I  fear 
there  has  been  hyperactivity  under  Rule  9(b),  that  they  are  in  ef- 
fect using  it  to  deter  a  wide  range  of  potentially  meritorious  cases. 
So  in  terms  of  the  burden  on  the  defendant,  the  defendant  now  has 
an  effective  9(b)  screening  device. 

Second,  the  defense  bar  has  Rule  11,  the  sanction  that  deters  the 
bringing  of  frivolous  suits.  And  by  the  way,  this  notion  of  frivolity 
being  rampant  is  also  an  absolute  chimera.  You  talk  to  Federal 
judges,  they  don't  see  an  avalanche  of  frivolous  cases. 

When  I  was  a  reporter  I  went  out  to  talk  to  lawyers  and  judges 
about  frivolity.  I  talked  to  lawyers  and  judges  about  discovery 
abuse.  And  what  did  I  find  being  Diogenes  with  a  lamp?  I  found 
that  frivolity  is  the  case  brought  against  your  client,  and  abusive 
discovery  is  what  the  opponent  is  asking  you.  And  it  didn't  matter 
whether  I  talked  to  plaintiffs  or  defendants.  There  is  a  perception, 
not  a  reality. 

So  we  have  9(b).  We  have  Rule  11.  We  have  a  revitalized  motion 
to  dismiss  on  12(b)(6).  And  we  have  a  super-revitalized  summary 
judgment  motion. 

My  colleague.  Professor  Cooper  Alexander,  talked  about  a  screen- 
ing mechanism.  You  have  got  9(b),  you  have  got  11,  you  have  got 
56,  you  have  got  Rule  16,  and  expense  and  display  plan  controlled 
by  the  bench.  Enormous  tools  to  screen  and  winnow.  The  tools  are 
there. 

The  advisory  committee,  as  we  sit  here  this  morning,  is  consider- 
ing a  revised  23.  And  I  think  it  would  be  wise,  at  least  proce- 
durally, to  allow  evolution  to  run  its  course,  at  least  until  we  see 
how  those  expense  and  delay  reduction  plans  work  in  practice. 

A  couple  of  final  comments,  since  I  am  a  proceduralist.  The  no- 
tion of  fee  shifting  is  just  an  in  terrorem  device.  It  is  an  intimida- 
tion device.  Cavalier  analogies  to  England  make  no  sense.  That  so- 
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ciety  is  entirely  different,  with  a  very  strong  legal  aid  system  in 
place. 

Attorneys'  fees,  the  courts  seem  to  be  moving  to  a  percentage  ap- 
proach. There  are  at  least  five  U.S.  courts  of  appeals  that  have 
adopted  it.  And  I  think  I  agree  with  Professor  Cooper  Alexander: 
let  the  evolution  on  that  go  forward,  but  it  is  not  a  bad  idea.  I 
philosophically  think  the  percentage  approach  is  efficient  and  allies 
the  lawyer  with  the  client  and  that  is  good. 

Final  observation.  The  notion  of  committees  and  guardians  seems 
to  me  a  very  big  mistake.  Very  big.  The  players  already  on  the 
scene — the  lawyers,  particularly  plaintiffs'  lawyers,  with  their  fidu- 
ciary obligation  to  the  class  member;  the  judge,  who  is  charged  by 
the  Federal  rules  to  be  a  quasi-fiduciary  for  the  absent  class  mem- 
bers— if  we  can  encourage  those  two  groups  and  institutional  inves- 
tors to  get  in  the  game  as  monitors,  fine.  That  will  bring  lawyers 
and  clients  closer  together. 

But  the  notion  of  having  this  disembodied  committee  out  there 
accountable  to  no  one,  immunized  from  liability  under  the  Senate 
bill,  acting  as  a  god-like  Greek  chorus,  strikes  me  as  a  little  bi- 
zarre. It  may  work  as  a  full  employment  policy,  but  I  do  not  see 
it  as  adding  very  much. 

But  I  do  acknowledge  we  have  got  to  get  those  fiduciary  obliga- 
tions in  place.  As  to  guardians,  Federal  courts  appoint  guardians 
for  class  members  on  an  ad  hoc  basis  all  the  time.  They  just  did 
it  in  the  WPPSS  litigation  for  fee  purposes. 

I  urge  this  subcommittee  to  consider  these  things  very  carefully. 
There  are  some  valid  legislative  proposals  here.  But  please  lay 
down  the  meat  axe  and  take  out  the  scalpel.  And  if  you  can  do  any- 
thing of  value,  it  is  to  talk  to  the  judiciary  about  your  concerns  and 
encourage  them  to  move  the  process  along. 

Thank  you. 

[The  prepared  statement  of  Arthur  R.  Miller  follows:] 
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PREPARED  STATEMENT  OF  ARTHUR  R.  MILLER 

BRUCE  BROMLEY  PROFESSOR  OF  LAW 

HARVARD  UNIVERSITY  LAW  SCHOOL 

BEFORE  THE 

HOUSE  SUBCOMMITTEE  ON  TELECOMMUNICATIONS  AND  FINANCE 

ON 
AUGUST  10,  1994 


Good  morning,  Mr.  Chairman  and  Members  of  the  Subcommittee.  My  name  is 
Arthur  R.  Miller  and  I  am  the  Bruce  Bromley  Professor  of  Law  at  Harvard  University  Law 
School. 

I  am  most  appreciative  of  your  invitation  to  testify.  I  am  honored  to  be  at  the  witness 
table  with  distinguished  experts  on  securities  law,  financial  regulation,  and  the  operation  of 
the  nation's  financial  markets.  Given  their  range  of  specialties,  I  thought  it  would  be  most 
useful  to  the  Subcommittee  if  I  approached  my  testimony  from  the  area  of  my  academic 
expertise  -  the  federal  courts  and  the  procedures  governing  civil  litigation. 

For  your  information,  I  am  the  author  or  co-author  of  over  40  books  and  treatises, 
including  the  leading  work  on  the  practice  and  procedure  in  the  federal  courts,  a  thirty- 
volume  compendium  titled  Federal  Practice  and  Procedure.  I  also  have  authored  numerous 
law  review  articles  on  a  range  of  issues,  including  litigation,  federal  procedure,  and 
constitutional  law.  Moreover,  I  have  served  on  several  advisory  panels  and  committees 
assisting  the  Supreme  Court,  the  Judicial  Conference  of  the  United  States,  the  American  Law 
Institute,  and  the  American  Bar  Association  on  various  facets  of  federal  civil  litigation  and 
complex  and  multi-district  litigation.  In  particular,  I  have  served  as  the  Reporter  for  the 
Advisory  Committee  on  Civil  Rules  of  the  Judicial  Conference  of  the  United  States  and  the 
Reporter  of  the  recently  approved  American  Law  Institute  Project  on  Complex  Litigation. 
I  also  have  written  extensively  regarding  class  actions  and  attorneys'  fees.  Finally,  I  have 
had  considerable  experience  consulting  and  appearing  as  an  advocate  in  a  number  of  class 
actions  on  many  aspects  of  practice  in  these  cases  and,  I  hasten  to  add,  have  done  so  on 
behalf  of  litigants  on  both  sides  of  the  "v."  -  that  is,  both  plaintiffs  and  defendants. 

Before  commenting  on  a  few  of  the  specific  proposals  that  now  occupy  center  stage 
in  the  contentious  national  debate  over  securities  litigation  "reform, "  I  believe  some  context 
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and  perspective  on  the  dimension  and  the  nature  of  the  phenomenon  are  essential.  Some 
proponents  of  legislative  change  have  noted  correctly  that  the  type  of  case  involved  in  this 
discussion  -  class  actions  under  the  nation's  premier  antifraud  provision,  Section  10(b)  of 
the  Securities  Exchange  Act  of  1934  -  are  not  ordinary  cases.  At  the  same  time,  they  are 
not  unique  in  their  complexity,  duration,  or  the  burden  they  impose  on  parties  or  the  federal 
Judiciary. 

Rather,  securities  fraud  class  actions  are  but  one  subset  of  a  much  larger  universe  of 
cases  sometimes  generically  referred  to  as  "complex  litigation."  These  are  large  cases  whose 
ingredients  typically  include  a  myriad  of  claims,  multiple  parties,  extensive  motion  practice, 
complicated  factual  issues,  dozens  of  counsel,  hard-fought  contentions,  thousands  of  pages 
of  documents,  scores  of  witnesses,  numerous  exjjerts,  and,  frequently,  a  multiplicity  of 
forums,  which  may  include  both  state  and  federal  courts.  These  cases  are  lodged  -  mostly, 
but  not  exclusively,  in  urban  areas  -  across  the  country.  Complex  cases  may  involve  claims 
asserted  under  principles  of  antitrust,  environmental,  consumer  protection,  product  liability, 
civil  rights,  civil  liberties,  government  liability,  toxic  waste,  or  intellectual  property  law,  just 
to  name  a  few  substantive  contexts.  All  of  these  classes  of  litigation  can  and  do  involve  the 
same  types  of  financial  and  nonfinancial  burdens  on  the  litigant  and  the  Judiciary  as  do 
fraud  class  actions  under  the  federal  securities  laws  and  many  of  them  are  maintained  as 
class  actions  under  Federal  Rule  of  Civil  Procedure  23. 

From  my  vantage  point  as  a  procedural ist,  I  do  not  believe  that  class  actions  under 
the  federal  securities  laws  differ  in  any  material  respect  from  any  other  type  of  complex 
case.  I  say  that  with  regard  to  both  their  supposed  advantages  of  efficiency,  economy,  and 
access  to  justice  and  their  supposed  deleterious  side  effects.  Therefore,  to  the  extent  that 
defendants  and  prospective  defendants  in  these  cases  are  suggesting  that  the  rules  of 
procedure  relating  to  securities  class  actions  somehow  stack  the  deck  against  them  in  some 
particular  way  -  as  by  contending  that  there  are  too  many  incentives  to  file  them,  that 
plaintiffs  can  gain  access  to  the  courts  too  easily,  that  the  discovery  burdens  are  too  great, 
or  that  attorneys'  fees  are  too  generous  -  I  must  confess  to  being  perplexed  as  to  why  these 
cases  should  be  singled  out  for  possible  special  treatment.  If  there  are  problems,  the 
problems   are   not    unique   to    cases    under   the   securities    laws.      And,    if   procedural 
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improvements  are  appropriate,  those  improvements  should  be  improvements  of  general 
applicability. 

I  can  see  no  basis  for  crafting  a  multitude  of  new  special  rules  to  govern  federal 
antifraud  litigation.  In  general,  creating  new  procedures  applicable  to  class  actions  under 
the  federal  securities  laws  would  be  fundamentally  inconsistent  with  the  philosophy  of 
maintaining  relatively  uniform  procedural  rules  for  civil  litigation  in  the  federal  courts,  a 
philosophy  that  has  been  in  place  for  more  than  fifty  years.  It  also  seems  to  me  that  this  is 
a  particularly  inappropriate  time  to  be  considering  this  type  of  special  legislation  since  the 
federal  courts  are  putting  new  management  plans  in  place  to  reduce  cost  and  delay  under 
regulations  enacted  by  Congress  a  few  years  ago  and  the  Federal  Rules  Advisory  Committee 
is  considering  a  general  revision  of  Federal  Rule  23. 

In  approaching  this  debate,  we  should  not  underestimate  the  ability  of  the  federal 
courts  to  deal  with  any  problems  inherent  in  complex  litigation  and  to  protect  the  legitimate 
rights  and  interests  of  defendants  and  third  parties.  I  hope  that  we  can  all  agree  that  our 
country's  federal  court  system  is,  overall,  a  model  -  it  is  all  but  corruption  free,  with  well 
educated,  experienced,  highly  qualified,  carefully  screened,  independent  jurists,  who  are 
commanded  by  law,  mandated  by  custom,  and  sworn  by  oath  to  decide  cases  strictly  in 
accordance  with  proven  facts  and  applicable  legal  principles. 

As  litigation  has  become  more  complex,  the  judiciary  has  used  its  authority  under 
the  Rules  Enabling  Act  to  streamline  litigation  and  make  it  more  efficient  and  less 
burdensome  for  parties.  As  a  result  of  the  Rules  Enabling  Act,  Congress  has  empowered 
the  Supreme  Court,  acting  through  the  judicial  Conference  of  the  United  States  (which 

includes  the  Chief  justice  of  the  United  States,  the  Chief  ludges  of  all  of  the  United  States 
Courts  of  Appeal,  and  selected  District  judges,  among  others)  and  a  distinguished  Advisory 
Committee  on  Civil  Rules,  to  make  changes  -  subject  to  Congressional  review  -  in  the 
procedural  rules  that  govern  federal  litigation.  For  many  years  now,  the  rule-making  effort 
has  been  devoted  to  reducing  the  burdens  of  litigation  and  improving  the  management  of 
complex  cases.    After  extensive  public  hearings  and  a  lengthy  internal  committee  process. 
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the  Judiciary  formulated  its  most  recent  extensive  revisions,  which  Congress  permitted  to 
become  effective  on  December  1 ,  1 993. 

One  important  change  was  the  adjustment  of  Federal  Rule  of  Civil  Procedure  11 ,  the 
controversial  rule  that  provides  sanctions  for  the  filing  of  frivolous  lawsuits.  For  purposes 
of  this  hearing,  the  most  relevant  change  was  a  relaxation  in  the  rule  approved  in  1983, 
which  stated  that  the  imposition  of  sanctions  was  mandatory  upon  a  finding  of  a  violation. 
The  1983  Congressional  amendments  engendered  a  debate  over  whether  Rule  11 
excessively  chilled  meritorious  claims. 

In  the  course  of  deliberations  within  the  Judicial  Conference  during  the  revision  of 
Rule  1 1,  the  Federal  Judicial  Center  performed  a  survey  of  Federal  judges,  which  showed 
that  the  vast  majority  of  them  did  not  believe  that  frivolous  lawsuits  were  a  major  problem. 
The  survey  also  demonstrated  that  Federal  judges  believed  that  the  most  expedient  way  of 
dealing  with  frivolous  lawsuits  was  not  through  the  imposition  of  sanctions  under  Rule  1 1, 
but  through  prompt  and  decisive  judicial  action  on  motions  to  dismiss  under  Federal  Rule 

12(b)(6)  and  for  summary  judgment  under  Federal  Rule  56.  A  decade  of  practical 
experience  under  Rule  11  also  demonstrated  that  post-1983  expanded  "fee  shifting"  itself 
spawned  satellite  litigation  about  sanctions  and  created  unnecessary  adversariness  between 
counsel,  which  in  turn  impeded  cooperation  and  settlement. 

Perhaps  the  most  salient  criticism  of  complex  litigation  -  and  I  emphasize  that  this 
criticism  would  apply  equally  to  most,  if  not  virtually  a\\,  complex  litigation  and  not  just  to 
class  actions  under  the  antifraud  provisions  of  the  federal  securities  laws  -  is  that  the 
burdens  of  discovery  on  defendants  are  substantial  and  often  must  be  discharged  before  a 
court  is  in  a  position  to  grant  summary  judgment.  But,  pitted  against  the  legitimate  interests 
of  defendants  who  ultimately  are  found  not  liable  are  the  equally  legitimate  interests  of 
plaintiffs  who  ultimately  prevail  on  the  merits  only  through  access  to  materials  made 
available  through  discovery. 
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As  a  practical  matter,  there  is  much  that  a  defendant's  counsel  can  do  to  limit  the 
costs  of  discovery.  First  and  foremost,  the  extensive  motion  practice  and  other  dilatory 
procedures  that  defendant's  counsel  often  engage  in  simply  are  not  necessary  in  many  of 
these  cases.  They  simply  protract  and  complicate  discovery  and  produce  a  war  of  attrition 
with  the  plaintiff's  counsel.  Not  surprisingly,  many  corporations  now  have  taken  steps,  such 
as  performing  certain  tasks  in-house  and  being  more  directive  in  their  instructions  to  outside 
counsel,  to  control  their  fees.  This  evolution,  doubtless,  will  lead  to  better  mechanisms  to 
control  defendants'  attorneys'  fees,  which  are  a  major  element  of  cost. 

In  addition,  the  federal  courts  have  responded  sensitively  to  the  proliferation  of 
discovery.  At  the  same  time  that  the  rule-making  process  adjusted  Federal  Rule  1 1 ,  it  made 
significant  alterations  to  Federal  Rules  26,  30,  33,  34,  36,  and  37.  The  most  significant 
facets  of  the  new  Rules  require  the  automatic  exchange  between  the  parties  of  certain  "core 
information"  without  a  formal  discovery  request,  impose  new  limits  on  the  number  of 
permissible  interrogatories,  and  vastly  increase  judicial  supervision  of  the  discovery  process. 
As  is  permitted  under  Federal  Rule  30(d),  many  courts  now  limit  the  number  and  duration 
of  depositions.  Some  defendants  even  argue  that  plaintiffs  should  not  be  entitled  to  any 
discovery  until  the  court  rules  on  a  motion  to  dismiss  the  complaint  under  Federal  Rule 
12(b)(6). 

Going  beyond  the  1 993  amendments  to  the  discovery  rules,  existing  procedural  rules 
provide  essential  mechanisms  for  judges  to  exercise  control  over  their  dockets.  In  this 
context,  it  is  particularly  noteworthy  that  Federal  Rule  9(b)  -  to  which  I  will  return  later  - 
contains  a  special  requirement  that  the  circumstances  of  the  fraud  must  be  stated  with 
particularity  at  the  outset  of  the  case  in  the  complaint.  There  is  no  question  that  federal 
courts  vigorously  apply  this  requirement  to  class  actions  under  the  antifraud  provisions  of 
the  federal  securities  laws,  and  that  it  often  leads  to  a  dismissal  of  the  action. 

Some  have  suggested  that  plaintiffs'  lawyers  "routinely"  file  "cookie<utter"  complaints 
within  hours  of  a  stock  decline  in  which  the  sole  allegation  of  fraud  is  a  precipitous  drop 
in  the  price  of  the  defendant's  stock.   Leaving  to  one  side  the  question  whether  there  is  any 
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statistical  justification  for  this  accusation,  courts  can,  should,  and  I  believe  would,  promptly 
dismiss  such  a  complaint  under  Rule  9(b). 

In  addition,  Federal  Rule  of  Civil  Procedure  Rule  1 2(b)(6)  provides  defendants  with 
a  mechanism  to  challenge  the  legal  sufficiency  of  the  allegations  of  the  complaint  at  the 
outset  of  a  case  -  before  an  answer  is  filed.  In  cases  in  which  the  plaintiff  seeks  to  assert 
weak,  questionable,  or  even  novel  legal  theories.  Rule  12(b)(6)  has  particular  relevance  to 
the  subject  matter  of  these  hearings  because  it  provides  an  opportunity  for  early  judicial 
evaluation  of  the  legal  theories  and  resolution  of  their  sufficiency. 

Finally,  recent  years  have  seen  the  summary  judgment  procedure  emerge  as  an 
important  screening  device  for  allegedly  frivolous  complex  cases.  Eight  years  ago,  in  the 
so-called  summary  judgment  "trilogy, "'  the  Supreme  Court  infused  vitality  into  Federal  Rule 
of  Civil  Procedure  56,  which  provides  for  the  dismissal  and  entry  of  judgment  before  trial 
in  cases  in  which  there  is  no  genuine  issue  as  to  the  material  facts. 

Application  of  Rule  9(b),  12(b)(6),  or  56  can  and  often  does  result  in  the  entry  of  a 
final  judgment  against  the  plaintiff.  The  Federal  Judicial  Center's  finding  that  judges  consider 
these  devices  as  effective  in  deterring  frivolous  litigation  applies  with  particular  force  in  the 
context  of  class  action  litigation  in  which  the  "contingency  fee"  system  for  compensating 
lawyers  for  the  class  heavily  predominates.  If  the  court  enters  judgment  in  favor  of  the 
defendant,  plaintiffs'  counsel  receives  nothing  and  loses  the  value  of  his  or  her  time  in  the 
case  as  well  as  the  expenses  of  developing  the  case.  Therefore,  the  system  provides 
significant  bullt-m  deterrence  not  to  file  frivolous  cases.  Contrary  to  some  suggestions,  an 
attorney  whose  case  is  dismissed  loses  much  more  than  just  the  fees  for  filing  a  complaint. 
The  attorney  also  loses  the  entire  cost  of  the  pre-and  post-filing  investigation,  as  well  as  the 
time  invested  in  preparing  responses  to  the  defendant's  motions,  and  is  rendered  vulnerable 
to  Rule  1 1  sanctions.  It  simply  is  not  true  that  there  are  few  if  any  costs  to  a  plaintiffs' 
lawyer  whose  case  is  dismissed.  These  realities  act  as  effective  restraints  on  the  cavalier 
institution  of  securities  actions. 
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In  1991,  I  testified  before  this  Subcommittee  regarding  legislation  to  increase  the 
statute  of  limitations  for  securities  fraud  cases  in  light  of  the  Supreme  Court's  decision  in 
Lampf.  Pleva.  Liokind.  Pruois.  Petigrow  v.  Cilbertson.-  At  that  time,  I  counseled  restraint 
in  considering  legislative  efforts  to  curtail  allegedly  frivolous  securities  litigation,  and  argued 
that  the  courts  can  use  established  procedures  to  terminate  those  cases. 

Since  that  time,  the  courts  have  done  just  that  -  boldly,  perhaps  too  boldly  in  some 
cases.  There  is  a  plainly  discernible,  widely  recognized  trend  in  the  federal  courts  against 
plaintiffs'  securities  class  actions.  For  example,  some  courts  have  construed  the  fraud 
pleading  requirement  in  Federal  Rule  9(b)'  to  require  the  plaintiff  to  allege  specific  facts 

creating  an  inference  of  scienter^  -  a  state  of  mind  -  with  particularity  despite  the  express 
statement  in  the  second  sentence  of  Rule  9(b)  that  "[m]a!ice,  intent,  knowledge,  and  other 
condition  of  mind  .  .  .  may  be  averred  generally."'  Moreover,  the  requirement  that  the 
"circumstances"  of  the  fraud  be  pleaded  with  particularity  in  the  first  sentence  of  Rule  9(b) 
has  been  interpreted  by  a  number  of  district  courts  with  an  intensity  and  strictness  that 
sometimes  seems  excessive  and  makes  me  wonder  if  it  is  not  being  used  to  "weed-out" 
many  cases  that  really  are  meritorious.* 

Similarly,  numerous  United  States  Court  of  Appeals  have  upheld  early  terminations 
in  favor  of  defendants  in  cases  in  which  the  plaintiff's  case  involves  "forward-looking 
statements"  on  the  grounds  that  the  statements  at  issue  "bespeak  caution"  or  did  not  contain 
sufficient  "assurances."^  Just  as  they  have  done  in  the  antitrust  laws,  some  federal  courts 
have  engaged  in  detailed  interpretations  of  factual  materials  in  the  record  in  order  to  grant 
summary  judgment  to  defendants  under  Federal  Rule  of  Civil  Procedure  56. 

Perhaps  most  significantly,  the  Supreme  Court  recently  has  issued  sweeping  rulings 
that  favor  fraud  defendants.  In  the  Lampf  case,  the  Court  imposed  a  national,  uniform, 
highly  restrictive  statute  of  limitations  of  one  year  from  the  date  of  discovery  or  three  years 
from  the  date  of  conduct  for  all  actions  under  Section  10(b)  of  the  1934  Act.  This  federal 
limitations  period  is  now  shorter  than  the  vast  majority  of  analogous  state  statutes  of 
limitations  for  fraud. 


152 


Most  recently,  in  April  1994,  the  Supreme  Court,  in  Central  Bank  of  Denver,  N.A. 
V.  First  Interstate  Bank  of  Denver.  N.A.."  ruled  that  there  is  no  "aiding  and  abetting"  liability 
in  private  actions  under  the  antifraud  provisions  of  the  federal  securities  laws.  Unless 
altered  by  Congress,  this  is  to  be  the  rule  of  law  no  matter  how  egregious  the  conduct. 

In  sum,  any  objective  obseiver  would  conclude  -  and  many  observers  on  both  sides 
of  the  debate  have  concluded  -  that  since  1991  there  has  been  a  major  judicial  change  in 
the  direction  of  narrowing  securities  fraud  liability  and  in  erecting  substantial  procedural 
obstacles  to  maintaining  these  cases.    If  you  had  asked  me  to  compare  recent  substantive 

and  procedural  developments  under  the  federal  securities  laws  with  those  in  other  areas  of 
federal  law,  I  would  have  responded  that  it  appeared  to  me  that  securities  class  actions  had 
become  one  of  the  most  disfavored  actions  in  contemporary  federal  civil  litigation.  And, 
I  would  ask,  why  is  this  happening? 

What  are  the  fair  conclusions  to  draw  from  this  analysis?  Class  actions  under  the 
federal  securities  laws  are  but  a  very  small  portion  of  the  class  actions  in  the  federal  courts, 
which,  in  turn,  are  but  a  small  portion  of  the  complex  litigation  lodged  in  the  American 
judicial  system.  That  in  turn  means  that  these  cases  represent  a  minute  fraction  of  the 
dockets  of  the  United  States  courts. 

Moreover,  there  is  no  evidence  of  any  marked  increase  in  the  actual  numbers  of  class 
action  cases  filed  under  the  federal  securities  laws  recently,  despite  the  dramatic  increase 
in  activity  in  the  securities  markets  and  the  documented  excesses  and  defalcations  of  the 
1980s.  Any  assertion  of  an  "explosion"  of  securities  cases  is  simply  a  fabrication.  Taken 
together,  these  facts  strongly  suggest  that  federal  securities  class  actions  are  but  a  minor 
portion  of  the  overall  litigation  burden  that  exists  today  on  American  business. 

Similarly,  claims  that  these  actions  somehow  have  some  particularly  negative  impact 
on  American  business  should  be  scrutinized  with  considerable  skepticism  and  should  not 
be  accepted  unless  verified  by  objective  evidence.  I  say  this  because  I  know  of  nothing  that 
shows  they  are  true.    It  is  difficult  for  me  to  understand  why  the  impact  of  a  securities  case 
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on  an  economic  enterprise  is  greater  than  that  of  a  case  charging  that  it  manufactured  a 
product  that  maims  or  kills,  that  it  caused  a  mass  disaster,  that  it  released  a  toxic  substance 
into  our  environment,  or  that  it  engaged  in  discrimination  against  women,  blacks,  hispanics, 
the  elderly,  or  the  disabled.  If  those  classes  of  Americans  are  entitled  to  continued 
protection  from  the  judicial  system,  I  fail  to  understand  why  Americans  who  invest  should 
lose  the  safeguards  of  our  judicial  system. 

Second,  we  should  not  underestimate  the  ingenuity  and  willingness  of  the  federal 
courts  to  exercise  docket  control  and  protect  the  legitimate  interests  of  defendants  through 
the  Rules  Enabling  Act,  local  rules,  and  specific  interpretations  of  existing  procedural 
protections  in  particular  cases.  We  must  acknowledge  that  the  courts  have  constricted  the 
scope  of  liability  under  the  federal  securities  laws  in  significant  ways.  Finally,  we  must 
recognize  that  there  are  already  many  disincentives  to  the  filing  of  frivolous  lawsuits. 
Creating  more  may  result  in  throwing  the  wheat  out  with  the  chaff. 

Having  made  these  overall  remarks,  I  would  now  like  to  turn  to  some  specific 
legislative  proposals  under  consideration  by  this  Subcommittee. 

*  Fee  Shifting.  There  are  many  proposals  for  a  "loser  pays"  rule  for  securities  fraud 
cases.  Section  3  of  H.R.  417  would  mandate  fee  shifting,  unless  the  court  concludes  that 
the  position  of  the  losing  party  was  "substantially  justified."  Similarly,  Section  102  of  S. 
1976  would  impose  fee  shifting  on  attorneys  and  some  parties  if  a  party  rejected  alternative 

dispute  resolution  or  the  results  thereof  and  "thereafter  asserted  a  position  that  was  "not 
substantially  justified."  Securities  and  Exchange  Commission  Chairman  Levitt  suggested  in 
your  July  22nd  hearing  the  possibility  of  grafting  the  fee-shifting  provisions  of  Section  1 1(e) 
of  the  1933  Securities  Act  into  Section  10(b)  of  the  1934  Securities  Exchange  Act.  That 
provision  provides  for  fee  shifting  if  the  court  believes  that  a  position  was  "without  merit." 

As  a  practical  matter,  fee  shifting  is  almost  invariably  an  intimidation  device  designed 
to  inhibit  people  from  seeking  access  to  the  courts.  Fee  shifting  would  eviscerate  all  -  or 
virtually  all  -  plaintiffs'  securities  claims,  the  meritorious  along  with  the  meritless.     The 


154 


practical  mathematics  of  deciding  whether  to  bring  a  lawsuit  are  clear.  No  one  except  the 
extremely  wealthy  -  no  matter  how  strong  his  or  her  claim  appears  to  be  -  would  assume 
the  risks  of  pursuing  a  class  claim  against  well-resourced  defendants  with  counsel  who  are 
compensated  on  an  hourly  basis  if  there  was  any  risk  of  having  to  pay  the  defendants' 
attorneys'  fees.  That  would  create  a  risk  that  would  be  hundreds,  if  not  thousands,  of  times 
as  great  as  the  loss  of  any  individual  class  representative. 

Litigation  success  from  the  plaintiff's  perspective  is  never  certain  at  the  point  of 
institution.  Therefore,  it  does  not  matter  much  whether  fee  shifting  is  mandatory  or 
discretionary  with  the  court,  or  even  what  the  standard  for  imposing  it  is.  As  a  practical 
matter,  in  the  context  of  class  actions  under  the  antifraud  provisions  of  the  federal  securities 
laws,  even  a  remote  possibility  that  the  class  representative  would  have  to  pay  the  legal 
fees  of  defendants  would  be  a  major  deterrent  to  anyone  seeking  to  remedy  a  justiciable 
wrong.  Who  would  risk  the  staggering  legal  fees  if  there  was  a  chance  the  defendants 
would  prevail  in  a  civil  suit  -  leaving  the  loser  responsible  for  the  fees? 

Nor  do  I  believe  that  there  is  much  difference  between  the  "substantially  justified" 
standard  in  the  proposed  legislation  and  the  "without  merit"  standard  of  Section  1 1(e),  which 
has  the  appearance  of  being  less  draconian.  In  the  end,  a  suit  is  justified  if  the  plaintiff 
wins;  similarly,  strictly  speaking,  a  case  that  the  plaintiff  ultimately  loses  can  be 
characterized  as  "without  merit."  My  own  judgment  is  that  a  conscientious  judge  who  is 
obliged  to  give  effect  to  such  legislative  language  might  well  shift  fees  in  virtually  all  cases. 

The  analogy  to  Section  1 1  of  the  1933  does  not  withstand  scrutiny.  That  provision 
is  a  strict  liability  statute  governing  the  initial  disclosures  of  a  public  offering.  In  essence, 
if  the  information  is  wrong  in  any  material  respect  and  the  plaintiff  is  damaged  by  reliance 
on  that  information,  the  defendant  is  liable.  In  this  type  of  case,  a  potential  plaintiff  can 
evaluate  a  case  competently  and  reasonably  before  instituting  it  based  on  facts  that  are  easily 
obtainable. 
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The  implied  cause  of  action  under  Section  10(b)  of  the  1934  Act,  on  the  other  hand, 
involves  allegations  of  fraud  and  proof  of  scienter.  In  these  cases,  the  plaintiff's  burden  is 
much,  much  higher,  the  elements  of  the  case  are  more  subjective,  and  the  case  is  inherently 
more  risk-laden.  The  plaintiff  is  handicapped  in  making  a  comprehensive  evaluation  of  the 
merits  of  the  case  by  the  fact  that  many  of  the  key  facts  are  exclusively  in  the  defendants' 
possession  and  are  not  available  prior  to  litigation. 

Some  proposals,  such  as  Section  102  of  S.  1976,  adopt  a  fee-shifting  provision  that 
differentiates  between  the  clients  and  the  lawyers.  Although  this  approach  may  have  a  nice 
political  ring  to  it  since  it  imposes  liability  on  the  lawyers,  its  negative  effect  on  enforcement 
would  be  substantial.  Very  few  lawyers  in  the  country  could  undertake  the  financial  risk 
of  paying  a\\  the  defense  costs  in  a  federal  securities  class  action.  Most  lawyers  could  lose 
their  entire  life's  savings  through  a  single  miscalculation.  This  area  of  practice  would  be 
barred  to  ail  but  the  most  elite  or  the  completely  judgment-proof,  who  necessarily  would 
have  to  raise  their  fees  astronomically  to  compensate  for  the  risks.  Inevitably,  the  screening 
process  would  eliminate  a  wide  range  of  meritorious  cases  undermining  the  force  of  the 
antifraud  provisions  of  the  securities  laws.  In  short,  fee  shifting  in  the  securities  fraud 
context  would  have  far  more  deterrent  effect  than  that  allegedly  caused  by  the  prior  text  of 
Federal  Rule  1 1 .' 

Two  more  factors  are  worth  discussing.  First,  to  the  extent  that  private  enforcement 
litigation  continues  at  all,  satellite  litigation  about  fee-shifting  as  existed  under  the  1983 
version  of  Federal  Rule  1 1  would  become  a  major  component  of  the  overall  securities 
litigation.   The  effect  would  be  further  cost,  delay,  and  acrimony. 

Second,  one  of  the  extremely  commendable  goals  of  some  of  the  proposed  legislation 
is  to  align  the  interests  of  clients  and  attorneys  more  closely  in  securities  class  actions.  A 
differentiated  fee  shifting  scheme  creates  incentives  that  would  exacerbate  any  conflict  of 
goals  that  now  exists.  One  can  only  imagine  the  pressure  that  a  pre-trial  or  a  mid-trial 
settlement  offer  that  spared  an  attorney  from  personal  liability  for  a  potential  fee-shift  would 
create! 
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Finally,  I  cannot  think  of  any  lustification  for  singling  out  private  securities  litigation 
from  the  entire  gamut  of  federal  civil  litigation  and  deviating  from  the  historical  American 
rule  regarding  fees.  Access  to  the  courts  is  a  hallmark  of  our  system,  it  is  as  American  as 
apple  pie.  It,  along  with  our  contingent  fee  system,  recognizes  the  economic  realities  of 
litigation  and  the  importance  of  vindicating  basic  public  policies.  Altering  the  existing  rules 
regarding  fees  in  these  cases  would  be  discriminatory  and  could  have  a  profound  effect  on 
access  to  justice  in  this  country.    The  case  for  alteration  has  not  been  made.'" 

•  loinl  and  several  liability.  Joint  and  several  liability  is  a  procedural  rule  of  both 
compensation  and  deterrence.  In  practical  terms,  it  particularly  is  useful  to  achieve  the  goal 
of  compensation  when  one  or  more  defendants  is  a  fugitive,  bankrupt,  in  jail,  or  otherwise 
unavailable  to  satisfy  the  plaintiff's  claim. 

The  federal  securities  laws  provide  for  compensatory  damages  only  -  there  are  no 
provisions  for  multiple,  punitive,  or  exemplary  damages.  Joint  and  several  liability  is  an 
expression  of  a  public  policy  that  it  is  preferable  for  any  guilty  party,  rather  than  a  wholly 
innocent  party,  to  bear  the  risk  of  the  unavailability  of  another  party  and  therefore  the  risk 
of  noncompensation.  Eliminating  joint  and  several  liability  would  be  a  sea  change  in  the 
compensatory  purpose  of  private  securities  actions  and  would  weaken  their  effectiveness. 
Legislation  to  change  joint  and  several  liability  would  be  an  expression  of  a  Congressional 
policy  that  limiting  liability  proportionally  is  more  important  than  providing  compensation 
to  victims.  It  seems  absolutely  clear  that  abrogation  of  joint  and  several  liability  would 
dramatically  reduce  recoveries  by  class  members  who  are  victims  of  fraud. 

Beyond  this  simple  and  obvious  principle  of  equity,  joint  and  several  liability  is 
essential  as  a  deterrent  to  the  conduct  proscribed  by  Congress.  This  rule  of  ancient  origin 
correctly  recognizes  that  a  conspiracy  cannot  be  effective  without  the  participation  of  each 
member.  If  any  member  refuses  to  participate  or  blows  the  whistle,  then  the  conspiracy  falls 
apart.  The  perpetration  of  a  complex  financial  fraud  is  impossible  without  the  active 
assistance  of  professionals  such  as  investment  bankers,  lawyers,  and  accountants,  who  must 
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be  held  responsible.   Within  the  past  two  weeks,  a  front  page  Wall  Street  lournal  headline 

blared  the  obvious:  "Where  There  is  a  Scam,  Noted  Professionals  Can  Lend  it  Credence." 

The  article  went  on  to  describe  the  Towers  Financial  Corporation  fraud,  saying  that  the 

principal  perpetrator 

managed  to  obtain  the  services  of  a  coterie  of  prominent  lawyers,  politicians, 
lobbyists  and  professional  firms,  whose  luster  may  have  lent  credibility  to  his 
company.  Thus,  the  Towers  story  underscores  the  important  role  that 
professionals  sometimes  play,  wittingly  or  otherwise,  in  facilitating  financial 
chicanery." 

Requiring  every  participant  to  risk  full  damages  may  be  the  single  most  important 
variable  in  the  deterrent  calculus  that  Congress  should  preserve  in  order  to  prevent  the 
future  Milkens,  Boeskys,  and  Keatings  from  obtaining  the  assistance  necessary  to  perpetrate 
their  frauds.  Removing  this  threat  of  full  accountability  undermines  Congress'  commitment 
to  an  honest  marketplace  and  the  protection  of  investors.  Moreover,  claims  for  contribution 
among  the  wrongdoers,  which  the  Supreme  Court  recently  has  recognized  exist  under  the 
federal  securities  laws,'^  allow  defendants  to  pursue  one  another  to  effect  justice  among 
themselves. 

*  Aider  and  Abettor  Liability.  The  proposed  "aiding  and  abetting"  provisions  of  H.R. 
41  7  have  been  overtaken  by  the  April  Supreme  Court  decision  in  Central  Bank  of  Denver. 

For  many  of  the  same  reasons  that  I  favor  retention  of  joint  and  several  liability,  I  favor 
careful  legislation  extending  liability  to  "aiders  and  abettors"  under  the  federal  securities 
laws.  Without  some  credible  threat  of  liability,  the  lucrative  siren  call  of  the  con  artist  and 
the  "big"  client  becomes  irresistible. 

The  failure  to  include  "aiders  and  abettors"  as  responsible  parties  -  no  matter  how 
culpable  -  creates  a  gaping  hole.  There  is  a  substantial  question  about  whether 
professionals  who  assist  in  a  fraud  and  without  whose  help  the  fraud  could  not  take  place 
-attorneys,  underwriters,  and  sometimes  accountants -can  beheld  liable  after  Central  Bank 
of  Denver.    Congress  should  act  to  correct  this  problem. 
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*  Payment  of  Attorneys'  Fees  on  a  Percentage  Basis.    Section  101  ot  S.  1976 

provides  that  attorneys'  fees  in  "common  fund"  securities  class  actions  must  be  calculated 
on  a  percentage-of-the-recovery  basis.  In  my  view,  this  is  an  entirely  workable  concept  that, 
with  modification,  is  worthy  of  your  support.  It  has  the  twin  virtues  of  simplicity  and 
aligning  the  interests  of  the  class  with  those  of  the  attorney."  Any  percentage  approach, 
however,  should  take  into  account  the  possibility  that  injunctive  and  other  therapeutic  relief 
will  provide  benefits  to  the  class. 

The  two  dominant  methods  for  calculating  attorneys'  fees  in  class  actions  under  the 
federal  securities  laws  are  the  percentage  approach  and  the  so<alled  "lodestar"  approach. 
Under  the  lodestar  approach,  courts  award  fees  by  multiplying  the  number  of  hours  worked 
times  the  attorney's  hourly  fees  times  a  multiplier  determined  by  the  court  that  takes  into 
account  the  risks  that  the  attorney  undertook,  the  relative  skill  that  the  attorney  displayed 
in  prosecuting  the  action,  and  the  results  achieved  for  the  class  members.  The  lodestar 
approach  can  be  cumbersome  and  can  embroil  the  courts  in  the  minutiae  of  reviewing 
lawyers'  bills.  It  also  can  create  unfortunate  incentives  to  engage  in  unnecessary  work  to 
prolong  the  litigation  so  as  to  support  a  larger  fee.'^  For  these  and  other  reasons,  the  trend 
in  recent  years  has  been  toward  the  use  of  percentage  awards. 

The  Third  Circuit  Fee  Study  Report,  which  approved  the  use  of  the  percentage 
approach,  suggested  that  the  court  should  set  the  fee  at  the  beginning  of  the  case.  Very, 
very  few  courts  have  pursued  this  idea,  perhaps  because  there  is  much  to  suggest  that  the 
generally  prevailing  system  under  which  the  fees  are  set  at  the  end  of  the  case  is  preferable 
as  long  as  it  is  clear  that  the  percentage  approach  will  be  used  at  the  end  of  the  case.  In 
this  manner,  the  court  will  retain  the  maximum  control  over  counsel  for  the  class  and  have 
the  fullest  record  against  which  to  select  the  appropriate  percentage  to  be  awarded  to 
counsel.  And  it  gives  counsel  for  the  class  the  fullest  incentive  to  continue  to  perform  at 
the  maximum  level  throughout  the  case,  knowing  that  the  attorneys'  fee  percentage  remains 
at  risk  until  the  case  is  concluded. 
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At  your  last  hearing,  SEC  Chairman  Levitt  described  Judge  Walker's  use  of 
competitive  bidding  in  the  Oracle  case  in  favorable  terms.  My  own  view  is  that  competitive 
price  bidding  among  counsel  at  the  outset  represents  a  significant  loss  of  control  by  the 
court  acting  on  behalf  of  the  class.  That  system  locks  the  class  into  paying  a  set  percentage 
(or  a  set  sliding  scale)  of  the  recovery,  no  matter  how  the  attorney  performs.  More 
importantly,  competitive  bidding  also  has  the  potential  to  foster  a  "race  to  the  bottom" 
through  which  competing  counsel  cut  fee  and  cost  estimates  to  the  "barebones"  with  a  view 
toward  obtaining  the  appointment  rather  than  serving  the  class.  Once  counsel  obtains 
control  of  the  case,  there  might  then  be  a  strong  incentive  to  do  as  little  as  possible  to 
maximize  profits.  It  also  distracts  the  court  from  looking  at  the  qualitative  differences  among 
the  applicants,  which  frankness  requires  me  to  say  can  be  considerable. 

*  Improved  Notices.  The  Dodd/Domenici  bill.  Section  101  of  S.  1976,  strives  for 
improved  notices  in  federal  securities  class  actions.  In  my  judgment,  there  is  clearly 
substantial  room  for  improvement  in  this  aspect  of  practice  under  Federal  Rule  23.  It  is  a 
worthwhile  goal  for  this  Subcommittee  to  pursue. 

Under  Federal  Rule  23  and  Supreme  Court  decisions  interpreting  the  due  process 
clause,''  class  notices  play  a  crucial  role.  Notice  to  class  members  is  important  because 
it  enables  them  to  grasp  the  essentials  of  the  litigation  and  make  informed  and  intelligent 
judgments  about  whether  to  exercise  their  right  to  opt  out,  to  remain  as  class  members,  or 
to  object  to  some  aspect  of  the  proceeding.  In  some  cases,  the  notice  may  lead  to  actual 
participation  by  some  class  members.  Unfortunately,  because  they  are  legal  documents, 
some  notices  are  couched  in  legalistic  terms  and  are  less  informative  than  they  could  be. 

I  would  hasten  to  point  out  that  there  is  room  for  improvement  in  the  character  of 
class  action  notices  in  a  wide  range  of  other  cases  as  well.  Although  I  believe  that  federal 
civil  practice  should  be  as  uniform  as  possible,  in  this  one  instance  there  may  be  legitimate 
reasons  to  have  specific  rules  applicable  to  class  actions  under  the  federal  securities  laws. 
Disclosure  and  informed  judgment  are,  of  course,  the  bedrock  principles  of  the  federal 
securities  laws.  Moreover,  these  cases  by  and  large  have  common  factual  themes  and 
therefore  may  be  susceptible  of  standardized  disclosures. 
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Nonetheless,  although  there  is  some  justification  for  the  legislative  proposals,  it 
should  be  remembered  that  all  notices  in  federal  class  actions  require  judicial  approval 
before  they  are  sent  out.  Thus,  changes  could  be  brought  about  under  the  present  rule 
without  legislation.  Both  counsel  and  the  courts  could  make  significant  Improvements  in 
the  existing  practice  and  avoid  the  need  for  Congress  to  intercede.  Moreover,  the  Federal 
Rules  Advisory  Committee  undoubtedly  will  be  proposing  modification  of  the  Rule  23 
notice  provisions  as  part  of  its  planned  revision  of  the  rule  in  the  near  future. 

*  Clear  and  Convincing  Proof  Requirements.  There  is  nothing  to  suggest  that  there 
is  anything  inherently  unfair  about  the  trial  of  securities  cases.  Defendants  frequently  prevail 
and  have  done  so  in  federal  cases,  in  Illinois  and  Virginia  recently.  Rather,  critical 
commentary  is  more  focused  on  the  manner  in  which  actions  are  instituted  and  the  burdens 
of  discovery.  No  real  basis  for  changing  the  "preponderance  of  the  evidence  standard"  has 
been  established.  And  once  again,  nothing  distinguishes  this  class  of  cases  from  other 
federal  civil  litigation. 

*  Statute  of  Limitations.  As  I  testified  in  1991,  the  statute  of  limitations  in  federal 
securities  cases  needs  to  be  extended.  An  extension  would  make  the  federal  limitations 
period  more  congruent  with  the  fraud  limitations  periods  that  have  been  developed  by  the 
states  after  years  of  practical  experience. 

The  one  and  three  year  rule  established  by  the  Supreme  Court  in  Lampf  is  entirely 
too  short,  particularly  in  light  of  the  highly  complex  nature  of  the  types  of  fraud  typically 
involved  in  today's  securities  markets.  The  short  limitation  period  also  fails  to  take  into 
account  both  the  remoteness  of  the  victims  from  the  activities  of  the  wrongdoers,  making 
the  acquisition  of  important  information  exceedingly  difficult,  and  the  reality  that  these 
wrongs  often  are  artfully  concealed  from  easy  detection.  As  the  Securities  and  Exchange 
Commission  and  the  Department  of  justice  correctly  argued  in  the  Supreme  Court:  "The  one- 
and-three  year  periods  .  .  .  would  deprive  many  defrauded  investors  of  a  satisfactory 
opportunity  to  vindicate  their  rights." 
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In  making  its  one  and  three  year  determination,  the  Court  disregarded  the  SEC  and 
Department  of  Justice  position  and  looked  at  other  provisions  of  the  Securities  Act  of  1933 
and  the  Securities  Exchange  Act  of  1934  to  provide  an  analogy.  In  this  connection,  it  is 
important  to  understand  that  the  Court  was  not  making  a  policy  determination  as  to  what 
would  be  the  most  desirable  limitations  regime;  it  simply  was  deciding  that  the  structure  of 
the  two  statutes  suggested  the  textual  applicability  of  the  one  and  three  year  rule.  However, 
in  the  main,  the  provisions  chosen  by  the  Court  were  regulatory  provisions,  not  anti-fraud 
provisions.  In  my  judgment,  the  Lampf  result  is  an  invitation  to  would-be  perpetrators  to 
conceal  their  schemes.  Given  the  incentives  that  a  shortened  statute  of  limitations  creates 
and  given  the  financial  tools  available  to  modern  white-collar  wrongdoers  to  hide  or 
camouflage  their  wrongful  acts,  the  one  and  three  year  limitations  period  simply  is  not  long 
enough. 

A  shortened  statute  of  limitations  might  well  leave  many  victims  with  a  difficult  and 
unfair  Hobson's  choice.  Many  modern  frauds  are  complex  and  do  not  become  apparent  for 
years.    At  the  same  time.  Federal  Rules  9  and  1  1  place  a  substantial  burden  on  victims  to 
plead  their  fraud  cases  with  particularity  and  to  make  a  reasonable  investigation  before  filing 
their  cases.    Three  years  from  perpetration  and  one  year  from  discovery  are  unrealistically 
short  time  periods  for  plaintiffs  in  light  of  these  procedural  rules  and  the  realities  of  the 
marketplace.    Victims  could  well  find  themselves  "damned  if  they  do  and  damned  if  they 
don't."    Given  that  the  majority's  conclusion  in  Lampf  was  based  on  the  available  textual 
analogy  and  not  on  considered  policy,  there  is  no  reason  for  Congress  to  defer  to  it. 

I  would  make  one  other  point  about  the  proposed  limitations  provision  of  Section  4 
of  H.R.  417.  I  believe  that  actual  discovery  of  the  fraud  should  be  the  standard.  Including 
language  that  would  begin  the  limitation  period  at  the  time  the  violation  "should  have  been 
discovered  through  the  exercise  of  reasonable  diligence'  will  only  generate  additional 
litigation  and  create  unnecessary  risks  for  claimants.  A  constructive  discovery  standard 
would  be  difficult  to  apply  evenly  and  potentially  could  limit  the  ability  of  unsophisticated 
victims  of  fraud  to  recover  damages. 
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*  Enhanced  Statutory  Pleading  Requirements.  Both  Section  3  of  H.R.  417  and 
Section  104  of  S.  1976  propose  the  codification  of  the  pleading  requirement  that  plaintiffs 
must  allege  specific  facts  demonstrating  the  state  of  mind  of  each  defendant  at  the  time  the 
alleged  violation  occurred.  As  discussed  above,  some  federal  courts  already  have  imposed 
a  similar  limitation. 

This  requirement  is  both  vague  and  onerous.  What  does  this  requirement 
contemplate?  It  seems  to  suggest  that  at  the  outset  of  the  case,  the  plaintiff  must  have  the 
clearest  proof  of  each  individual  defendant's  state  of  mind.  But  this  is  totally  unrealistic. 
It  IS  only  in  the  rarest  cases  that  this  type  of  evidence  exists.  Under  the  best  of 
circumstances,  requiring  plaintiffs  to  plead  the  defendants'  states  of  mind  generally  calls  for 
the  drawing  of  subtle  inferences  from  facts  available  prior  to  institution,  a  task  that  is  highly 
treacherous.  It  would  be  impossible  in  the  vast  majority  of  cases  in  which  those  facts  simply 
are  unavailable  prior  to  the  lawsuit. 

My  own  view  is  that  the  proposal  creates  an  insurmountable  hurdle  for  plaintiffs  and 
that  it  will  have  the  effect  of  closing  the  courthouse  door  to  many  deserving  victims.  It  also 
is  completely  at  odds  with  the  basic  pleading  philosophy  of  the  Federal  Rules  of  Civil 
Procedure  and  the  wise  judgment  made  in  the  second  sentence  of  Rule  9(b)  that  little  is  to 
be  gained  and  much  is  to  be  lost  by  requiring  the  pleading  of  state  of  mind."  In  short, 
the  proposal  is  an  access  barrier  -  pure  and  simple  -  that  singles  out  a  group  of  cases 
unjustifiably  and  impairs  the  integrity  of  the  Federal  Rules  of  Civil  Procedure. 

*  Plaintiffs'  Steering  Committees  and  Guardians  Ad  Litem.  Under  Section  103  of  S. 
1976,  the  court  would  appoint  a  volunteer  steering  committee  or  a  guardian  ad  litem  with 
"all  powers  normally  permitted  to  an  attorney's  client  in  litigation,  including  the  authority 
to  retain  or  dismiss  counsel." 

For  a  host  of  reasons,  this  provision,  although  novel,  is  completely  unsound.  First, 
Federal  Rule  23  establishes  clear  roles  for  the  court,  counsel,  and  members  of  the  class. 
These  relationships  are  predicated  on  the  fact  that  counsel  owes  a  fiduciary  duty  to  the  class. 
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If  counsel  fails  to  discharge  that  fiduciary  duty,  the  court  can  -  and  indeed  is  obliged  to  - 
act  on  behalf  of  the  class  since  adequacy  of  representation  is  a  constitutional  requirement 
in  these  cases.''  Moreover,  the  rule  expects  the  district  judge  to  act  as  quasi-fiduciary  for 
the  absent  class  members  in  such  matters  as  certifying  a  case  as  a  class  action,  monitoring 
the  adequacy  of  representation,"  giving  various  forms  of  notice  to  class  members,  and 
approving  or  disapproving  settlement  or  compromise  of  the  action. 

The  introduction  of  a  new  set  of  players  is  an  invitation  not  only  for  chaos,  but  for 
disruption  and  protraction  of  the  litigation  as  well.  In  the  course  of  litigation,  major 
disagreements  inevitably  would  emerge.  Resolution  of  these  disagreements  would  add  a 
new  level  of  complexity,  delay,  and  expense  to  what  already  is  complicated  litigation. 

There  can  be  no  question  that  prosecution  of  highly  specialized  securities  class  action 
litigation  requires  substantial  expertise.  Lead  counsel  should  be  and  are  selected  by  the 
court  in  large  part  on  the  basis  of  their  resources  and  experience.  To  substitute  the 
judgment  of  an  inexperienced  steering  committee,  particularly  if  they  are  lay  people  -  no. 
matter  how  well  intentioned  -  for  that  of  experienced  counsel  in  many  instances  might  wind 
up  doing  a  substantial  disservice  to  the  interests  of  the  class.  Too  many  cooks  can  be 
counter-productive. 

There  are  also  many  questions  about  the  guardian  ad  litem  concept.  Isn't  it 
predicated  on  the  notion  that  the  lawyers  for  the  class,  who  are  its  guardians,  are  not  doing 
their  job?  If  so,  where  will  the  process  of  second-guessing  end?  Who  will  guard  the 
guardians?  Who  will  guard  the  guardians  of  the  guardians?  What  rationality  is  there  to 
adding  additional  layers  of  lawyers  to  a  case?  Finally,  we  must  remember  that  the  court 
already  has  the  power  to  appoint  a  guardian  (or  a  special  master)  if  necessary. 

There  also  are  difficult  financial  questions  that  exist  on  several  levels.  In  the  case  of 
steering  committees,  class  members  who  did  not  initiate  the  litigation,  who  are  contributing 
nothing  to  the  economic  costs  of  the  litigation,  and  who  have  no  financial  accountability 
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to  the  other  class  members  will  end  up  in  control  of  the  absent  class  members'  financial 
fate. 

Moreover,  it  may  be  problematic,  if  not  unconstitutional,  to  require  defendants  to 
share  the  burden  of  paying  for  a  guardian  ad  litem.  In  most  cases,  defendants  argue  that  the 
lawsuit  has  no  legitimacy  whatsoever  and  that  they  have  no  liability  at  all  to  the  class. 
How  can  a  defendant  be  required  to  defray  the  costs  of  protecting  someone  as  to  whom  the 

defendant  believes  that  it  has  no  obligation  or  liability?'''  On  the  other  hand,  requiring 
plaintiffs'  counsel  to  shoulder  the  entire  financial  burden  is  both  unfair  and  a  likely  conflict 
of  interest. 

From  the  materials  that  I  have  reviewed,  this  proposal  seems  to  envision  increased 
participation  by  institutional  investors,  who  may  have  a  larger  stake  in  the  end  result  and 
in  the  prosecution  of  the  action  than  most  individual  investors.  Under  existing  rules,  there 
is  nothing  to  prevent  institutional  investors  from  becoming  involved  at  the  outset  or  during 
litigation.  Rule  23  provides  for  that  and  most  federal  judges  doubtless  would  welcome 
increased  participation.  Yet,  institutional  investors  rarely  participate  in  the  management  of 
plaintiffs'  securities  class  actions.  I  see  no  policy  basis  for  forcing  them  to  do  that  which 
they  are  free  to  do  now,  but  choose  not  to  do. 

Improved  class  notices  will  encourage  members  of  the  class,  including  institutional 
investors,  to  participate  more  fully  and  will  have  many  of  the  salutary  effects  that  Section 
103  of  S.  1976,  is  seeking  to  achieve.  Moreover,  there  is  inherent  power  in  the  court  under 
existing  practice,  on  an  ad  hoc  basis,  to  require  that  the  class  representatives  be  augmented, 
to  call  for  the  addition  of  lawyers  to  class  counsel,  or  to  appoint  a  master  or  guardian  for 
special  purposes.  A  number  of  district  judges  have  used  these  powers  in  particular  cases. 
The  matter  should  be  left  to  the  growing  sophistication  of  United  States  District  Judges  and 
the  proper  exercise  of  their  discretion. 
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Fmdlly,  I  would  note  that  to  invest  guardians  ad  litem  or  steering  committees  with 
control  over  the  litigation,  but  with  no  accountability,  is  anomalous  and  dangerous.  The 
entire  system  of  class  action  litigation  is  built  on  control  and  accountability.  We  should  be 
striving  to  shore  up  those  concepts  as  they  apply  to  the  "real"  participants  in  the  litigation, 
not  to  erode  them  or  diffuse  responsibility. 

Mr.  Chairman,  thank  you  again  for  the  opportunity  to  testify.  My  sense  is  that  vour 
deliberations  are  continuing.  I  would  be  happy  to  work  with  you  as  your  important  work 
continues. 
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The  effect  would  be  destructive  of  our  commitment  to  assuring  an  honest  marketplace. 
As  Chairman  Levitt  said  at  this  Subcommittee's  July  22nd  hearing:  "Private  actions  do 
provide  additional  deterrence  against  securities  law  violations,  thereby  serving  as  a 
'necessary  supplement'  to  the  Commission's  own  enforcement  actions."  He  went  on  to 
point  out  that  this  was  particularly  true  in  light  of  the  phenomenal  expansion  in  market 
activity  in  recent  years. 

Cavalier  references  to  the  English  system  as  a  justification  for  departing  from  our  two 
hundred  year  practice  ignores  the  fact  that  legal  aid  is  available  to  one  half  of  the  population 
of  England,  legal  services  are  provided  to  millions  more  through  the  labor  unions,  and  that 
country  does  not  have  the  public  policy  commitment  to  private  enforcement  of  the  securities 
laws  that  exists  in  the  United  States. 

"    Wall  Street  lournal.  July  17.  1994. 

'"'   Musick.  Peeler  &  Garrett  v.  Employers  Insurance  of  Wausau.  1 13  S.Ct.  2085  (19931. 
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Mr.  Markey.  Thank  you,  Professor,  very  much.  Let  me  turn  to 
recognize  the  gentleman  from  Texas,  Mr.  Fields,  for  an  opening 
round  of  questions. 

Mr.  Fields.  Thank  you,  Mr.  Chairman. 

Professor  Briloff,  I  was  impressed  by  your  stream  of  conscious- 
ness remarks.  And  I  can  only  speak  for  myself,  however,  I  think 
I  can  speak  for  the  people  on  our  side  of  the  aisle  that  none  of  us 
want  to  excuse  those  people  who  are  negligent,  those  people  who 
are  fraudulent,  those  people  who  had  knowledge  or  should  have 
had  knowledge  about  some  act  of  negligence  or  fraud.  But  I  have 
to  say  to  you  there  is  a  legitimate  concern  about  parties  being  sued 
simply  because  those  parties  have  deep  pockets. 

And  Professor  Miller,  in  listening  to  you,  I  wish  Federal  courts 
would  listen  to  us.  And  that  is  not  the  case.  And  so  many  times 
our  opportunities  for  change  to  do  something  constructive  is 
through  legislation. 

And  I  wanted  to  start  by  asking  the  panel,  how  many  of  you 
have  advised  plaintiffs  or  plaintiffs'  attorneys  on  security  fraud 
cases? 

Mr.  Seligman.  I  have  been  an  expert  witness  on  both  the  plain- 
tiffs' and  defendants'  part.  I  have  also  been  appointed  by  a  court 
to  the  equivalent  of  the  role,  a  Special  Master. 

Mr.  Coffee.  I  have  chiefly  served  agencies  of  the  Federal  Gov- 
ernment, the  FDIC,  the  ITC  and  the  Department  of  Justice  as  an 
expert  witness  in  criminal  securities  fraud  cases.  I  also  have  been 
an  expert  for  defense  side.  I  don't  think  that  I  worked  for  any 
prominent  plaintiffs'  law  firms. 

Mr.  Briloff.  I  have  served  as  an  expert  witness,  as  I  indicated, 
in  a  few  actions  against  accountants.  One  that  I  recall  was  the 
Penn  Square  matter — Penn  Square  Bank  matter — and  a  few  lesser 
ones. 

I  also  recall  rather  vividly  extensive  testimony  as  it  happened  on 
behalf  of  the  International  Business  Machines  Corporation  in  their 
defense  of  the  antitrust  actions  that  were  brought  both  by  private 
plaintiffs,  as  well  as  by  the  Department  of  Justice. 

Mr.  Miller.  I  have  consulted  in  a  number  of  cases  with  regard 
to  a  variety  of  procedural  issues,  many  of  which  I  spoke  about  this 
morning,  and  I  have  argued  cases  to  the  Court  of  Appeals  involving 
securities  suits,  such  as  Time-Warner,  General  Fed,  WPPSS,  but 
generally  on  procedural  matters. 

Mr.  Langevoort.  Like  Professor  Seligman,  I  have  been  an  ex- 
pert witness  on  both  the  defense  and  plaintiffs  side  in  securities 
litigation.  I  don't  think  I  have  ever  been  on  a  plaintiffs  class  action 
side. 

Ms.  Alexander.  Since  joining  the  Stanford  faculty,  I  have  de- 
clined all  invitations  to  consult  or  be  an  expert  witness,  although 
I  have  been  invited  by  both  defendants  and  plaintiffs. 

Before  becoming  a  professor,  I  was  a  practicing  lawyer.  I  was  a 
partner  at  a  large  law  firm,  and  my  practice  concentrated  in  securi- 
ties litigation.  I  represented  defendants  in  litigation  by  private  par- 
ties and  the  SEC,  and  I  also  represented  plaintiffs  in  private, 
nonclass  securities  litigation. 

Mr.  Fields.  Let  me  also  ask  the  panel.  Some  of  us  are  legiti- 
mately concerned  about  suits  that  are  brought  that  should  not  be 
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brought.  And  one  of  the  reforms  in  my  good  friend's  legislation  is 
what  all  of  you  have  spoken  to  already,  and  that  is  the  issue  of  pro- 
portional liability. 

As  I  understand  Mr.  Tauzin's  legislation,  basically,  if  you  have 
a  peripheral  defendant,  that  person,  under  his  legislation,  would 
not  pay  for  someone  else's  violation  of  the  securities  laws  unless 
there  is  clear  proof  that  that  peripheral  defendant  knowingly  in- 
tended to  assist  the  fraud  for  their  own  direct  monetary  benefit. 
Those  who  make  false  statements  with  actual  knowledge  of  the  fal- 
sity would  still  be  subject  to  joint  and  several  liability.  Why  isn't 
this  a  legitimate  reform  that  we  should  have,  not  only  in  this  piece 
of  legislation — well,  let's  talk  specifically  about  this  piece  of  legisla- 
tion. 

Why  is  this  not  a  legitimate  reform?  Because  it  would  still  hold 
accountable  those  people  who  participated  directly.  Those  people 
would  still  be  subject  to  joint  and  several  liability. 

Mr.  Seligman.  Let  me  just  start  by  defining  aiding  and  abetting, 
which  I  think  is  the  area  which  you  are  concerned  with,  which  re- 
quires a  "primary  violation";  second,  some  level  of  "culpability",  ei- 
ther intentional  association  with  the  primary  violation  or  some 
magnitude  of  recklessness;  and,  third,  quote,  "substantial  assist- 
ance". 

Now,  when  you  use  terminology  like  a  peripheral  defendant,  to 
put  it  simply,  you  need  a  lot  of  definition  to  understand  quite  what 
that  means.  Where  aiding  and  abetting  suits  have  succeeded  in  the 
past  has  generally  been  where  an  accountant,  an  attorney,  invest- 
ment banker,  a  commercial  bank  has  performed  a  significant  role, 
in  effect  certifying  that  that  is  a  good  investment  to  investors.  To 
some  degree,  they  rely  on  the  fact  that  the  accountant,  for  example, 
would  sign  the  opinion  or  the  attorney  would  be  involved  in  the 
process. 

The  concept  of  peripherality,  therefore,  may  not  be  terribly  useful 
in  terms  of  the  significance  that  that  certification  has  to  investors 
but  for  the,  "substantial  assistance",  which  has  to  be  found  by  a 
court  and  but  for  the  knowing  or  intentional  misconduct  that  there 
would  have  been  no  fraud  on  the  part  of  the  aider  or  abettor. 

So  I  submit  to  you,  I  think  the  real  issue  in  this  area  is  probably 
the  proportionate  liability.  We  saw  from  the  Supreme  Court  in 
1993  the  adoption  by  a  6-3  vote  of  a  contribution  rule  by  which  pri- 
mary parties  in  liability  under  the  Federal  securities  law  can  at- 
tem.pt  to  recoup  some  of  their  damages  under  a  joint  and  several 
formula.  It  seems  to  me  the  same  kind  of  approach  is  every  bit  as 
warranted  for  aiders  and  abettors.  It  seems  to  me  it  might  be  use- 
ful to  have  it  on  a  kind  of  preemptive  rather  than  after-the-fact 
contribution  lawsuit. 

Mr.  Fields.  Professor,  if  I  understood  your  earlier  testimony,  you 
said  even  without  culpability  that  certain  defendants  should  re- 
main in  the  action  so  that  the  plaintiffs  could  recover.  I  mean,  even 
if  there  is  not  culpability.  Is  that  what  you  testified? 

Mr.  Seligman.  If  I  said  that,  I  was  mistaken.  I  certainly  didn't 
mean  that.  What  I  said  and  hope  I  said  and  what  I  certainly  mean 
is  nobody — nobody  can  be  held  liable  in  a  Federal  securities  law 
litigation  without  satisf3dng  a  requisite  level  of  culpability. 
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We  are  not  attempting,  certainly  in  particular  under  section 
10(b),  to  allow  mere  negligence  to  give  rise  to  liability.  It  has  to  be 
either  intentional  misconduct  or  recklessness.  And  most  circuits  in 
this  country  have  defined  recklessness  to  mean  severe  recklessness, 
extreme  departures  from  the  standards  of  ordinary  care.  So  I  hope 
I  didn't  say  that.  I  didn't  mean  that. 

Mr.  Fields.  If  you  are  10  percent  responsible,  should  you  be  held 
liable  for  100  percent  of  the  claim? 

Mr.  Seligman.  I  am  very  clearly  stating  that  normally  should 
not  be  the  case.  That  when  you  have  a  solvent  issuer,  you  have 
other  parties.  You  want  some  form  of  proportionality.  I  think  we 
probably  see  eye  to  eye  on  that  one. 

Mr.  Coffee.  If  I  can  answer  your  original  question. 

I  think  the  securities  laws  and  the  capital  markets  depend  upon 
the  securities  professionals,  upon  the  gatekeepers.  The  companies, 
the  issuers  themselves,  come  infrequently  and  episodically  to  the 
market.  The  accountants  and  lawyers  are  there  every  day.  It  is 
their  reputation  that  is  critical.  Without  aiding  and  abetting  liabil- 
ity, they  have  some  ability  to  be  shut-eyed  sentries.  There  are 
many  other  settings  where  they  can  look  the  other  way  and  not  in- 
quire further. 

And  when  you  have  aiding  and  abetting  liability,  a  professional 
who  has  a  duty  to  speak  is  liable  when  he  is  aware  that  fraud  is 
going  on  and  does  not  warn  his  client  or  the  market  or  the  SEC, 
in  some  cases.  But  when  we  abolish  aiding  and  abetting  liability, 
there  can  be  a  strong  incentive  for  silence,  for  being  the  shut-eyed 
sentry.  I  think  that  is  dangerous. 

I  tnink  what  we  are  talking  about  is  only  liability  that  begins 
with  the  threshold  of  recklessness,  which  is  clear  and  different  in 
settings  where  there  is  a  very  strong  risk  that,  clearly,  the  public 
will  be  injured. 

Mr.  Briloff.  Mr.  Fields,  it  is  the  word  "peripheral"  that  I  some- 
how or  other  can't  accept  in  terms  of  the  role  of  the  certified  public 
accountant  who  has  undertaken  the  responsibility  for  opining  with 
respect  to  the  client's  or  the  entity's  financial  statements  and,  as 
a  result,  the  entire  process  of  corporate  governance. 

We  must  bear  in  mind  that  in  accepting  the  responsibility  as  the 
independent  auditor  for  a  publicly  held  enterprise  registered  with 
the  Securities  and  Exchange  Commission,  there  is  one  profession 
that  is  called  for  statutorily — the  role  of  the  independent  certified 
public  accountant. 

As  I  understand  it,  securities  can  come  to  market  without  under- 
writers, without  lawyers,  but  a  condition  precedent  is  the  certified 
public  accountant.  He,  as  was  indicated,  is  the  gatekeeper,  as  was 
indicated  earlier,  is  the  sentinel.  He  is  the  one  required  to  pass 
judgment.  Hence,  under  no  circumstance  could  he  be  deemed  to 
be — when  I  say  "he,"  I  mean  she  or  it — ^be  deemed  peripheral. 

Mr.  Miller.  I  just  want  to  emphasize  what  my  colleagues  have 
said.  No  one  is  held  liable  unless  a  very,  very  high  burden  of  per- 
suasion has  been  met  and  complicity  is  shown. 

I  want  to  echo  what's  been  said  that  you  lose  the  deterrent  value 
of  the  private  enforcement  provision  if  you  allow,  either  by  weaken- 
ing aiding  and  abetting  liability  or  by  demolishing  joint  and  several 
liability,  if  you  allow  the  co-conspirator  to  flee. 
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Milken,  Boesky,  Keating,  Paul  and  all  the  rest  could  not  have 
done  it  without  a  lawyer,  an  investment  banker  and  an  accountant. 
And  I  see  no  reason,  as  against  the  equities  of  the  innocent  victim, 
to  allow  those  people  to  go  free.  If  they  have  disproportionate  liabil- 
ity to  the  plaintiff,  they  can  recoup  that  through  normal  contribu- 
tion principles. 

Above  all,  this  has  been  the  tort  law  of  the  western  world.  I  sup- 
pose that  is  very  parochial.  I  mean,  the  Anglo-American  tort  law 
for  centuries. 

Mr.  Langevoort.  I  am  the  one  on  the  panel  who  favors  propor- 
tionate liability. 

Let  me  respond  to  one  point  that  some  of  my  colleagues  made. 
When  we  talk  about  proportionate  liability,  we  are  not  talking 
about  letting  somebody  go.  You  can  design  proportionate  liability  in 
such  a  way  where  measuring  proportion  takes  into  account  the  de- 
gree of  departure,  the  harm  to  the  public.  The  penalties  that  would 
be  suffered  by  a  defendant  protected  by  proportionate  liability  can 
and  will  be  significant  and  can  be  set  at  a  useful  deterrent  level. 

Ms.  Alexander.  I  agree  with  my  colleagues  other  than  Professor 
Langevoort.  I  would  note  that  under,  for  example,  section  11,  liabil- 
ity can  be  imposed  on  an  issuer  without  fault  and  on  assisters  on 
a  negligence  standard.  Under  10(b)  it  is  a  recklessness  standard. 

And  the  role  of  accountants  in  the  market,  it  has  been  said  what 
accountants  do  is  to  rent  the  firm  their  reputation.  And  I  think 
that  liability  has  to  reflect  that,  because  those  standing  by  the 
firm's  representations  are  credible  because  they  are  subject  to  li- 
ability. 

Normally,  there  are  indemnification  agreements.  There  is  con- 
tribution which  will  handle  these  problems.  And,  procedurally,  I 
think  there  are  immense  complications  in  trying  to  administer  a 
proportionate  liability  rule.  You  are  asking  a  jury  at  a  trial  that  is 
already  extremely  complex  and  difficult  for  the  jury  to  comprehend 
to  go  through  another  very  complicated  set  of  determinations  that 
would  probably  require  special  verdicts,  and  that  would  raise  the 
possibility  of  hung  juries,  and  it  would  make  it  even  less  likely  that 
cases  would  go  to  trial. 

I  do  agree  that  the  liability  that  people  face  may  seem  to  be  dis- 
proportionate, but,  as  I  have  argued,  it  is  disproportionate  almost 
always  under  the  compensatory  damages  system,  and  the  pref- 
erable approach  would  be  to  design  a  system  of  sanctions  that  take 
into  account  the  nature  of  the  participation  of  the  various  types  of 
actors. 

Mr.  Fields.  Mr.  Chairman,  I  think  I  consumed  10  minutes  with 
one  question.  So  I  will  reserve  at  this  point. 

Mr.  Markey.  The  gentleman's  time  has  expired. 

The  Chair  recognizes  the  gentleman  from  Louisiana. 

Mr.  Tauzin.  I  thank  you,  Mr.  Chairman. 

Professor  Miller,  a  couple  years  ago,  you  testified  you  did  not 
have  security  law  experience.  Apparently,  you  have  had  some  since 
then.  Have  you  represented  or  been  associated  with  plaintiff  law 
firms  in  securities  cases  since  then? 

Mr.  Miller.  As  I  said  a  few  minutes  ago,  my  role  as  an  advocate 
or  a  consultant  has  always  been  on  procedural  matters. 

Mr.  Tauzin.  Were  they  with  plaintiff 
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Mr.  Miller.  In  the  last  couple  of  years,  I  guess,  the  cases  I  have 
argued  in  the  Court  of  Appeals  have  been  with  plaintiffs,  but  I 
have  also  worked  with  defendants  in  securities  cases  on  class-ac- 
tion questions. 

Mr.  Tauzin.  All  right.  One  of  the  professors  in  my  law  classes 
used  to  love  to  talk  about  statistics  in  quoting — I  forget  whoever 
said  it — them  who  lies,  them  lies  in  statistics.  Recognizing  that,  I 
will  wade  into  these  very  dangerous  waters  just  a  bit  with  you. 

Many  of  you  argued  the  statistics  don't  make  a  case  for  a  great 
deal  of  reform  here.  The  statistics,  I  cite  to  you,  come  from  the  Ad- 
ministrative Office  of  the  U.S.  Courts,  a  group  I  think  much  ad- 
mired by  many  of  you  on  this  panel. 

The  indications  from  the  Administrative  Office  of  the  U.S.  courts 
are  that  the  number  of  pending  security  class  action  cases  is  at  an 
all-time  high  right  now,  723,  a  big  jump  from  642  in  1992.  That, 
in  fact,  the  number  of  cases  filed  in  the  4  years  1990  to  1993, 
1,180,  nearly  equal  the  number  filed  in  the  previous  10  years  com- 
bined. And  that  the  rate  of  security  class  actions  filed  is  increasing 
at  a  rate  of  10  percent,  while  total  Federal  class-action  filings  have 
declined  substantially,  nearly  by  30  percent. 

These  are,  again,  statistics.  But  they  come  from  the  Administra- 
tive Office  of  the  U.S.  Courts.  I  also  can  tell  you  that  of  the  723 
cases  pending,  they  represent  1.9  million  plaintiffs  with  an  esti- 
mated recovery  sought  of  $28.9  billion. 

These  are  not  accidents  on  the  street  comers,  as  I  pointed  out. 
These  are  huge  cases,  and  the  numbers  pending  are  increasing  at 
rates  faster  than  any  other  class-action  suit.  In  fact.  Professor  Cof- 
fee, you  noted  in  your  law  journal  article  that  these  class  actions 
survive  longer  than  other  class  actions,  upwards  of  4  years.  So  we 
have  got  a  situation  of  some  massive  litigation  here. 

And,  also,  getting  into  this  area  of  statistics.  Professor  Seligman, 
you  cited  here  today  and  previously  data  submitted  by  the  Milberg, 
Weiss  firm  that  indicate  a  relatively  high  rate  of  dismissals  in  10b- 
5,  40  percent,  I  think  is  your  quote.  Did  you  know  that  study,  when 
we  looked  at  it,  it  was  pretty  high.  We  said,  let's  look  at  it.  Did 
you  know  the  study  included  cases  that  were  dismissed  1  week  and 
refiled  the  next  week? 

Mr.  Seligman.  I  relied  on  Senator  Dodd's  characterization. 

Congressman  Tauzin,  may  I  respond? 

Mr.  Tauzin.  I  have  only  5  minutes. 

Mr.  Markey.  You  can  have  10,  if  you  would  like. 

Mr.  Tauzin.  Please  respond  then. 

Mr.  Seligman.  Yes,  I  agree  with  you.  It  is  always  dangerous  to 
wade  into  the  area  of  statistics. 

Let  me  respond  to  two  statistics  you  cited.  You  cited  the  number 
of  securities  class  actions  that  were  filed.  With  due  respect,  sir, 
that  is  not  a  particularly  significant  number  because  you  can  have 
multiple  lawsuits  filed  against  the  same  corporation  for  the  same 
cause  of  action.  What  you  want  to  look  at  is  not  the  number  of 
class  actions  filed 

Mr.  Tauzin.  We  went  over  that 


Mr.  Seligman  [continuing],  when  they  have  been  consolidated. 
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Mr.  Tauzin.  We  went  over  that  last  year.  The  point  is  the  total 
number,  however  you  judge  them,  is  moving  up  by  10  percent. 
They  were  judged  multiply  in  1992.  They  were  judged  multiply  in 
1993.  And  the  numbers  are  going  up.  The  numbers  of  pending 
cases  generally  represent  consolidated  cases,  and  those  numbers 
are  going  up. 

Let  me  also  get  at  your  statistic.  You  cited  the  Milberg,  Weiss 
study,  40  percent  dismissal.  I  want  to  point  out  that  when  we 
looked  at  it,  we  found  cases  that  were  dismissed  one  day,  refiled 
the  next  week.  They  were  counted  as  dismissed  cases. 

Second,  the  Milberg,  Weiss  study  did  not  count  all  of  these  pend- 
ing cases.  Any  case  that  was  pending  between  18  months  and,  as 
Professor  Coffee  pointed  out,  4  years  were  never  counted  in  the  cal- 
culations. 

When  you  add  those  cases  into  the  total  number  of  calculations 
in  dismissals,  the  number  drops  to  10  percent,  not  40  percent  cited 
by  Milberg,  Weiss.  Are  you  aware  of  that  statistic? 

Mr.  Seligman.  I  was  not  aware  of  that  correction.  However,  I 
was  aware  that  there  was  a  temporal  frame  on  the  Milberg,  Weiss 
study. 

If  I  may,  though,  can  I  make  two  further  points? 

Number  one,  that  would  not  hold  for  the  big-six  accounting  firms 
where  you  had  approximately  40  percent  dismissals  cited  in  their 
data. 

Number  two 

Mr.  Tauzin.  Excuse  me,  sir.  The  data  submitted  by  them  is  also 
skewed  by  the  fact  that  more  suits  are  filed  against  accounting 
firms  than  are  filed  normally  against  other  firms.  I  think  it  is 
about  30,  35  percent  of  them  included  suits  against  accounting 
firms.  So  there  is  some  data  skewing  in  that  area,  too.  So  I  would 
be  careful  about  relying  upon  that. 

Mr.  Seligman.  Well,  I  cited  the  data  for  a  narrow  proposition.  I 
want  to  respond  to  your  reference  to  the  billions  of  dollars  of  litiga- 
tion that  is  pending. 

Mr.  Tauzin.  $28.9  billion. 

Mr.  Seligman.  In  1993,  $886  billion  of  securities  was  sold  to  the 
public.  $28  billion  is  a  lot  of  money. 

Mr.  Tauzin.  Even  here  in  Washington. 

Mr.  Seligman.  I  assure  you  in  Ann  Arbor  it  is  mind-boggling. 
You  have  to  bear  in  mind  you  are  dealing  with  an  economy  where 
there  are  trillions  of  dollars  of  securities  traded,  where  there  are 
$886  billion  of  securities  sold  in  1993.  If  you  look  at  $28.9  in  ref- 
erence to  $889  billion,  that  is  3  percent. 

Mr.  Tauzin.  Even  Arthur  Levitt  conceded  to  me  that  a  little  cya- 
nide in  the  well  is  a  little  dangerous.  This  is  a  lot  of  cyanide  in  the 
well — $29  billion  worth.  If  it  was  all  good  litigation  and  went  to  ju- 
ries, I  would  understand  it.  But  95  percent  never  reach  a  jury. 
Ninety-five  percent  get  settled  long  before.  It  is  a  much  higher  sta- 
tistic than  any  other  class  action  set  of  cases  where  40  to  50  per- 
cent get  settled. 

Mr.  Seligman.  In  fairness,  you  have  hit  the  nub  of  the  matter, 
and  that  is  how  good  are  the  lawsuits? 

Mr.  Tauzin.  Exactly. 
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Mr.  Seligman.  We  know  it  is  not  95  percent  that  get  settled. 
Forty  percent  get  dismissed  on  the  motion. 

Mr.  Tauzin.  Please  don't  cite  that  same  number  when  we  just, 
I  think,  explored  it.  And  it  is  really  10  percent,  not  40  percent. 

Mr.  Seligman.  In  fairness,  I  would  like  to  review  your  explo- 
ration before  I  concede  the  point. 

Mr.  Tauzin.  All  right.  I  got  treated  the  same  way  by  my  profes- 
sor. 

Mr.  Fields.  Will  the  gentleman  yield? 

Mr.  Tauzin.  I  yield. 

Mr.  Fields.  I  was  about  to  ask  you  to  stand  and  recite. 

Mr.  Tauzin.  I  am  sorry,  Professor. 

Mr.  Seligman.  We  really  don't  have  good  data  on  the  lawsuits 
that  aren't  dismissed  on  the  motion,  how  many  of  them  are  meri- 
torious. 

Mr.  Tauzin.  That  is  correct.  We  don't  have  the  data  on  that. 

Mr.  Seligman.  It  is  unfair  and  inaccurate  to  assume  $29  billion 
in  suits  were  nonmeritorious.  We  just  don't  know. 

What  we  do  know,  however,  as  Professor  Miller  so  eloquently  tes- 
tified, the  judiciary  has  ample  tools  to  winnow  out  the 
nonmeritorious  suits. 

Mr.  Tauzin.  A  study  by  the  National  Economic  Research  Associ- 
ates found  that  among  stock  price  volatility,  availability  of  assets 
and  merits  of  the  case — this  is  a  quote — it  would  appear  the  merits 
matter  the  least  in  these  settlements. 

We  do  have  some  studies  that  indicate  at  least  that  these  cases 
are  settled  not  on  merit.  They  are  settled  on  the  cost  of  defending 
them.  But  we  will  get  to  that  point  a  little  Later. 

I  want  to  turn  to  solutions.  And,  obviously,  I  want  to  go  to  you, 
Professor  Langevoort,  since  you  and  I  agree. 

You  agree  and  yet  you  also  somewhat  disagree  with  our  propo- 
sition that  some  form  of  proportionate  liability,  some  way  of  deal- 
ing with  this  issue,  this  very  ambiguous  term  reckless — reckless  ac- 
tivities and  recklessness  as  a  legal  issue — that  we  ought  to  fmd  a 
better  way  to  distinguish  between  those  cases  where  you  truly  have 
real  culpability  and  when  you  have  less  culpability. 

Joint  and  several  liability  literally  doesn't  look  a  whole  lot  at  cul- 
pability. You  may  get  to  it  later  in  some  form  of  contribution,  but 
you  don't  get  to  it  at  the  front  end  when  joint  and  several  liability 
is  the  issue  facing  whether  you  settle  or  not. 

You  have  recommended  something  interesting.  You  have  kind  of 
indicated  maybe  joint  and  several  liability  ought  to  be  retained 
where  there  is  real  reliance  by  the  investor,  and  proportional  liabil- 
ity may  be  used  where  there  is  no  evidence  of  reliance.  Could  you 
describe  that  for  us? 

Mr.  Langevoort.  When  you  think  about  securities  fraud  and  the 
cases  that  have  been  brought  over  the  last  decade,  there  are  two 
types  of  cases — one,  illustrated  by  the  Prudential  matter  and  many 
others,  are  sales  of  securities  to  investors,  often  devastating  in  im- 
pact, marketed  frauds. 

The  other  type  of  securities  case,  which  roughly  characterizes  the 
fraud  on  the  market  case,  is  one  where  standards  of  reliance  are, 
to  say  the  least,  relaxed.  Now,  underlying  my  support  for  the  ap- 
proach that  you  are  taking 
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Mr.  Tauzin.  Before  you  do  it — ^because,  again,  you  are  talking  in 
academic  terms.  But  you  mean  standard  of  reliance.  You  mean  the 
question  of  whether  or  not  the  investors  actually  had  information 
they  relied  upon  which  may  have  been  false  or  reckless  information 
upon  which  they  made  a  bad  investment  decision  for  which  they 
now  seek  relief  under  lOb-5,  right? 

Mr.  Langevoort.  That  is  correct. 

Mr.  Tauzin.  All  right. 

Mr.  Langevoort.  What  I  would  like  to  do  is  make  sure  when 
there  is  a  devastating  impact  on  investors,  compensation  is  avail- 
able. 

Mr.  Tauzin.  Right. 

Mr.  Langevoort.  Apart  from  that,  however,  I  support  you  rather 
wholeheartedly.  I  think  the  point  we  have  to  remember  and  what 
makes  this  discussion  different  from  toxic  torts  and  other  kinds  of 
litigation  is,  ultimately,  a  large  portion — I  suspect  a  very  large  pro- 
portion— of  all  the  money  that  funds  the  settlements  and  judg- 
ments to  investors  comes  from  investors.  We  are  reallocating  the 
money. 

Mr.  Tauzin.  Reallocating. 

Mr.  Langevoort.  Reallocating  the  money.  Sometimes  that  is 
good.  When  it  is  necessary  to  compensate  somebody  who  has  been 
devastated,  we  need  to  do  it. 

Mr.  Tauzin.  Yes. 

Mr.  Langevoort.  But  when  there  is  a  very  diffuse  impact,  espe- 
cially when  arguments  about  reliance  and  causation  are  attenu- 
ated, I  suspect  that  the  inefficiencies  and  the  money  we  spend  on 
the  system  of  just  reallocating  money  from  some  investors'  pockets 
to  others  is  not  worth  the  candle. 

Mr.  Tauzin.  In  short — if  I  may  finish.  In  short,  you  are  suggest- 
ing that  when  we  look  for  a  solution,  we  might  want  to  differen- 
tiate cases  where  investors  had  real  reliance  upon  bad  information 
and  where  they  were  simply  relying  on  the  market  where  informa- 
tion generally  is  shared  as  a  difference  in  terms  of  the  standard  of 
culpability  and  in  the  way  in  which  damages  are  assessed  and  allo- 
cated. 

Mr.  Langevoort.  I  want  to  be  careful  about  that,  because  in  a 
class  action  with  multiple  thousands  of  investors,  you  don't  want 
a  process  that  inquires  into  the  reliance  of  each  one.  That  is  ineffi- 
cient. 

Mr.  Markey.  The  gentleman's  time  has  expired. 

There  is  a  roll  call  on  the  Floor.  What  I  am  going  to  do  is  recog- 
nize the  gentleman  from  North  Carolina,  Mr.  McMillan,  for  as  long 
as  he  would  like  to  go — about  11  or  12  minutes  before  the  roll  call. 
At  that  point,  we  hope  Ms.  Schenk  will  come  back  and  take  the 
Chair.  She  has  already  run  over  to  vote.  The  Chair  will  try  to  keep 
this  hearing  going  without  any  break  at  all. 

So  I  will  turn  and  recognize  the  gentleman  from  North  Carolina. 

Mr.  McMillan.  I  thank  the  Chair.  He  is  willing  to  do  this  be- 
cause he  recognizes  that  I  am  the  only  person  on  the  panel  who's 
not  an  attorney. 

Mr.  Tauzin.  I  am  not  an  attorney,  just  a  lawyer. 

Mr.  McMillan.  Sometimes  I  feel  like  I  have  walked  into  the 
wrong  club.  Half  of  Congress  are  lawyers,  or  pretty  close  to  it.  The 
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rest  of  us  come  from  a  lot  of  different  fields.  I  was  in  business,  and 
I  had  compliance  responsibility  for  a  publicly  held  company  and 
was  in  the  underwriting  business,  so  I  am  not  unfamiliar  with  the 
issues  from  the  other  side. 

And,  contrary  to  the  way  I  may  have  been  cast,  I  have  a  great 
deal  of  respect  for  the  law.  My  father-in-law  is  a  lawyer.  My  broth- 
er-in-law is  a  lawyer.  A  couple  of  my  cousins  are  attorneys.  And 
they  are  good  ones.  And  I  have  a  great  deal  of  respect  for  them. 

I  think  what  we  are  dealing  with  here  is  not  disrespect  for  the 
law  but  maintaining  respect  for  the  law.  And  I  think  that  is  what 
we  are  all  about.  That  is  certainly  my  intention. 

One  of  the  problems  that  we  have  touched  on  here  is  excessive 
litigation.  From  one  who  has  had  to  deal  with  the  compliance  side, 
I  am  concerned  about  a  whole  array  of  costs  that  aren't  revealed 
in  these  statistics  that  relate  not  just  to  litigation,  but  the  fear  of 
litigation,  or  what  may  actually  precede  litigation.  So  some  of  my 
questions  will  focus  on  that. 

And  that  has  to  do  with  the  notion  of  what  could  be  done  in 
terms  of  pretrial  reviews  that  could  really  get  at  this  question  of 
eliminating  frivolous  lawsuits.  Is  there  a  way  to  allow  the  court  to 
make  a  determination  that  would  tend  to  eliminate  what  does  not 
have  merit  at  an  early  enough  stage  and  before  exorbitant  costs 
have  been  incurred,  either  on  the  part  of  the  plaintiffs  or  the  de- 
fendants in  a  case. 

Some  of  you  have  talked  about  this,  and  I  would  just  like  to  in- 
vite any  further  comments  on  that  subject  that  some  of  you  may 
have.  I  believe  Professor  Langevoort,  for  one,  mentioned  that. 

Mr.  Langevoort.  If  that  is  an  invitation  to  begin,  I  did  mention 
that.  I  think  we  all  agree  on  this  panel  that  there  are  threshold 
mechanisms  for  weeding  out  cases,  motions  for  summary  judgment, 
motions  to  dismiss,  9(b)  motions,  things  like  that. 

My  argument  really  is  that  they  are  set  too  low,  that  the  types 
of  cases  that  we  see  today  are  highly  fact  intensive,  thus  not  lend- 
ing themselves  to  summary  judgment  as  a  good  controlling  device, 
in  which,  depending  on  the  skill  of  the  plaintiffs  lawyer,  you  can 
develop  a  more  or  less  artful  complaint.  And  if,  under  a  9(b)  mo- 
tion, all  the  judge  is  asked  to  do  is  look  at  the  complaint,  the  judge 
is  not  given  a  full  handle  on  the  matter. 

What  I  would  like  to  be  able  to  say,  echoing  some  of  the  concerns 
that  you  raised,  is  that  no  case  should  move  beyond  the  prelimi- 
nary stage  unless  the  merits  have  been  passed  upon.  And  we  can 
debate  how  you  describe  where  the  threshold  is.  But  I  think  a 
strong  message  to  those  who  run  American  businesses  and  inves- 
tors and  a  positive  message  would  be  sent  if  we  could  say  to  them 
a  case  will  not  get  beyond  the  threshold  unless  it  is  worth  bringing. 
And  I  think  the  judge  is  probably  in  the  best  position  to  make  that 
determination. 

Ms.  Alexander.  Congressman 

Mr.  McMillan.  Yes,  ma'am. 

Ms.  Alexander.  I  think  we  ought  to  be — I  have  proposed  this, 
as  well.  But  I  would  propose  it  at  a  very — at  a  much  lower  level. 
Because  I  think  as  a  proceduralist  as  well  that  if  we  start  letting 
the  judges  get  into  making  determinations  that  cases  don't  have 
merits  at  the  beginning  of  cases,  really  tampering  with  the  right 
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to  jury  trial,  we  are  tampering  with  the  whole  system  that  has 
been  set  up  by  the  Federal  rules  that  has  served  us  well  for  over 
50  years. 

I  propose  this  method  of  an  evidentiary  screening  because  I  don't 
favor  strict  9(b)  rules.  I  favor  that  the  essence  of  a  securities  viola- 
tion is  that  it  was  secret,  and  you  cannot  expect  plaintiffs  to  know 
the  details  of  the  fraud  before  they  get  into  discovery.  So  I  would 
have  the  same  liberal  pleading  standard  that  we  have  in  the  rest 
of  the  rules  but  allow  for  a  preliminary  screening  just  to  see,  after 
the  exchange  of  preliminary  discovery  materials,  that  there  is  some 
evidentiary  basis. 

Summary  judgment  is  not  really  a  very  good  solution  because  it 
occurs  at  the  end  of  discovery  when  the  costs  have  already  been  in- 
curred. Possibly  some  substantive  rules  such  as  safe  harbor  rules 
for  forward-looking  statements,  maybe  some  definitions  of  due  dili- 
gence would  assist  judges  in  being  able  to  grant  summary  judg- 
ment. But  I  think  the  best  solution  is  probably  to  allow  these  cases 
to  get  to  trial,  to  remove  the  obstacles  to  their  getting  to  trial  so 
that  the  parties  will  be  valuing  them  in  terms  of  their  merits. 

Mr.  McMillan.  The  RTC  legislation  had  provisions  in  it  that  re- 
quire a  subpoena  process  in  which  enormous  costs  are  incurred 
with  perhaps  no  discovery  ever  occurring. 

And  I  know  we  did  that  for  special  reasons  in  that  particular 
case,  but  it  seems  to  me  that  this  type  of  situation,  although  not 
applicable  broadly,  is  what  I  have  some  concern  about.  There  is 
nothing  in 

Excuse  me.  Professor  Miller,  did  you  want  to  address  that? 

Mr.  Coffee.  I  do  want  to  make  a  few  suggestions.  Congressman, 
on  this  point. 

When  we  talk  about  pretrial  motions,  actually  probably  the  most 
important  pretrial  motion  in  a  securities  class  action  is  the  class 
certification  decision.  That  is  where  the  greatest  time  and  effort  is 
often  expended.  If  there  is,  to  a  degree,  some  governance  reform  so 
that  we  try  to  have  not  the  Dodd  bill  creditor  committee  but  a 
steering  committee  composed  of  plaintiffs'  attorneys  and  large 
shareholders  who  may  be  able  to  speak  better  for  what  sharehold- 
ers truly  want.  I  think  you  will  see  instances — not  that  many,  but 
some  instances — in  which  representatives  of  the  shareholders,  pub- 
lic pension  funds  and  the  like,  could  ask  the  court  not  to  certify  the 
class  because  they  don't  think  this  is  the  kind  of  class  action  that 
is  in  the  shareholders'  own  best  interests.  And  if  you  talk  to  insti- 
tutional investors,  you  will  find  that  they  do  distinguish  between 
those  actions  they  would  like  to  see  brought  and  those  not  brought. 

So  without  inventing  a  new  animal — and  I  agree  with  Professor 
Miller.  It  is  very  hard  to  invent  a  new  motion,  something  between 
a  summary  judgment  and  a  motion  to  dismiss  or  9(b).  You  do  have 
a  vehicle  where  the  court  determines  whether  or  not  to  certify  it 
as  a  class  and  whether  or  not  the  attorney  can  adequately  rep- 
resent the  interests  of  the  shareholders.  I  think  letting  the  inves- 
tors themselves  speak  through  a  representative,  unbiased  spokes- 
man is  one  possible  mechanism. 

The  other  mechanism  even  before  we  get  to  trial  is  stronger  safe 
harbor  rules.  What  I  keep  emphasizing  is  that  these  kind  of  securi- 
ties fraud  cases  range  on  a  continuum  from  the  real  cookbook  case 
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in  which  the  company  has  gone  bankrupt,  the  U.S.  Attorney  is  in- 
vestigating, and  no  one  has  any  doubt  that  there  was  some  real 
problem.  And  I  don't  want  to  add  a  feather  weigh  to  make  that 
case  more  difficult  to  bring.  And  the  projection  case  where  if  we 
have  too  liberal  a  standard  on  projection  uses,  because  they  are 
often  false,  we  might  turn  the  securities  laws  into  an  investor  in- 
surance system,  and  that  is  too  expensive. 

I  think  the  existing  safe  harbor  rules  are  very  parsimonious. 
They  require  that  a  projection  be  shown  to  have  a  reasonable  basis 
that  sounds  good.  But  I  think  that,  in  reality,  it  means  that  it  is 
easy  to  plead  that  a  projection  did  not  have  a  reasonable  basis,  and 
you  become  involved  in  a  kind  of  negligence  litigation,  as  opposed 
to  a  culpability  litigation. 

So  I  think  everyone  seems  to  accept  that  there  should  be  some 
safe  harbor  for  forward-looking  projections  and  soft  information.  I 
think  how  safe  and  deep  that  harbor  is  should  be  examined  and, 
if  you  could,  encourage  the  Commission  to  make  a  stronger  safe 
harbor. 

Mr.  McMillan.  Maybe  we  should  deal  with  that  like  we  do  with 
tobacco  and  simply  put  a  warning  on  the  forecast. 

Mr.  Seligman.  Actually,  we  have.  That  is  to  say,  there  has  been 
the  growth — what's  called  the  bespeaks  caution  doctrine,  which  has 
allowed  the  disclosure  of  risk  factors  to  give  corporations  a  new 
form  of  protection  at  the  motion  to  dismiss  level. 

And  I  just  want  to — if  I  may  make  two  observations. 

First,  your  concern  is  clearly  what  additional  steps  we  can  take 
to  prevent  nonmeritorious  lawsuits  from  going  forward.  I  think  you 
need  to  balance  that  concern  with  the  reasonable  alternative  con- 
cern that  as  you  add  new  devices,  you  may  have  the  tendency  also 
to  preclude  meritorious  lawsuits  from  going  forward.  There  is  in  ef- 
fect an  iron  law  of  unintended  consequences  here.  And  the  concern 
I  have,  as  one  who  reads  every  reported  Federal  securities  case 
that  is  published,  is  that  there  seems  to  have  been  a  significant  in- 
crease in  the  number  of  dismissals,  whether  it  is  10  percent  or  40 
percent. 

Let  me  leave  that  for  further  study.  But  the  key  is  that  a  number 
of  new  judicial  devices  have  been  created  in  recent  years  or  enthu- 
siastically adopted  in  recent  years  which  seem  in  some  instances 
to  have  led  to  the  rejection  of,  also,  meritorious  lawsuits.  I  think 
that  is  a  concern  Congress  should  have,  as  well. 

Mr.  McMillan.  Well,  I  certainly  wouldn't  be  an  advocate  of  try- 
ing to  deter  meritorious  lawsuits.  Exactly  the  opposite.  Because  I 
think  if  we  had  an  effective  means  of  dealing  with  that,  we  would 
not  only  discourage  what  I  called  an  entrepreneurial  approach  to 
practicing  law  on  these  issues  but  also  perhaps,  even  if  misplaced, 
a  perception  on  the  part  of  those  who  might  be  charged  that  the 
system  isn't  working  and,  therefore,  they  may  undergo  enormous 
costs  simply  out  of  fear  of  not  knowing  what  might  be.  And  I  think 
we  have  to  try  to  give  some  balance  to  that. 

Mr.  Miller.  Let  me  add  a  little  texture  to  the  image  of  what 
happens  in  one  of  these  cases  because,  in  recent  years,  all  class  ac- 
tions have  been  less  of  a  series  of  still  pictures.  You  have  your  9(b) 
motion,  your  class  certification  motion  and  then  your  summary 
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judgment  motion.  And  it  has  been  replaced  by  what  you  might 
loosely  call  a  motion  picture  approach. 

This  is  caused  by  two  phenomena.  Probably  no  subject  has  been 
given  more  attention  by  proceduralists  and  people  in  authority 
within  the  judicial  conference  than  the  subject  of  containing  discov- 
ery. Discovery  is  the  high-cost  element  of  the  pretrial  process,  and 
it  is  the  pretrial  process  that  costs.  The  trial  doesn't  cost  because 
it  is  rarely  tried. 

In  1993,  the  Advisory  Committee  on  Civil  Rules,  the  Judicial 
Conference  of  the  United  States,  the  Supreme  Court  of  the  United 
States  and  this  Congress  allowed  a  new  set  of  discovery  device 
rules  to  go  into  effect  that  represent  an  enormous  change  from  the 
past. 

Number  one,  there  has  to  be  automatic  disclosure — automatic 
disclosure.  No  fist  fights.  Automatic  disclosure  of  a  range  of  mate- 
rials. 

Second,  the  number  of  depositions  and  the  number  of  interrog- 
atories are  to  be  presumptively  limited. 

Third,  the  traditional  Federal  rule  practice  of  leaving  discovery 
to  the  anarchistic  hands  of  the  lawyers  has  been  replaced  by  a  very 
clear  mandate  in  the  rule  that  the  judge  controls  discovery.  And  it 
is  the  judge  who  can  pace  the  discovery,  can  sequence  the  discov- 
ery, and  through  his  or  her  management  powers  under  these  ex- 
pense and  delay  reduction  plans  in  Federal  Rule  16,  that  judge  who 
is  slowly  being  informed  about  the  nature  of  the  case  can  say  that 
it  is  that  issue.  Only  discover  that  issue  and  we  can  see  if  we  can 
stop  this  case  right  here.  It  is  the  combination  of  attempting  to  put 
discovery  into  a  deflation  machine. 

And  keep  in  mind  that  a  lot  of  the  cost  imposed  on  defendants 
is  self-induced.  It  is  what  they  let  their  own  lawyers  do.  Part  of 
this  is  to  deflate  unnecessary  and  excessive  discovery  and  part  of 
it  is  to  say  to  the  judge,  it  is  your  responsibility  to  shape  and  se- 
quence this  case  so  that  you  reduce  expense  and  you  reduce  delay. 

Mr.  Miller.  It  is  an  experiment,  but  it  is  a  great  one,  and,  it 
seems  to  me,  it  is  what  we  should  allow  to  materialize. 

Mr.  McMillan.  Your  last  remark  in  your  opening  statement  had 
to  do  with  this.  We  rely  upon  the  judiciary  to  resolve  some  of  these 
questions.  And  I  think  what  you  just  said  in  response  to  my  ques- 
tion is  very  much  on  target  with  the  issue.  How  do  we  do  this?  How 
do  we  promote  this  if,  in  fact,  we  are  in  a  position  to  promote  any- 
thing with  the  judiciary? 

Mr.  Miller.  I  will  be  very  impish.  It  is  this  Congress  that  con- 
trols the  appropriations  of  the  Federal  courts  of  the  United  States. 
The  Federal  judges  know  that.  When  this  Congress  made  it  very 
clear  it  was  unhappy  with  the  pretrial  process  and  enacted  legisla- 
tion in  1990  and  1991  directing  the  promulgation  of  expense  and 
delay  reduction  plans  and  directing  the  use  of  alternative  dispute 
resolution  techniques,  the  judiciary  listened. 

You  have  enormous  powers  of  concentration  and  enormous  pow- 
ers of  advice  and  enormous  powers  of  direction.  But  those  people 
really  are  the  masters  of  the  process  in  the  courts,  give  direction. 
And  I  think  you  will  find  that  there  isn't  a  Federal  judge  in  the 
United  States  who  doesn't  wake  up  every  day,  look  at  his  docket 
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and  say,  my  God,  there  are  cases  on  this  docket  that  have  a  longer 
life  span  than  I  do.  And  they  want  to  do  things. 

Mr.  McMillan.  I  feel  the  same  way,  as  a  Member  of  Congress. 

Mr.  Briloff.  But  I  do  hope  the  members  of  the  committee  have 
absorbed  all  the  wisdom  that  has  come  to  you  this  morning  from 
my  colleagues  on  this  panel.  But  there  is  one  dimension  that  I  have 
not  yet  heard. 

When  you  ask  for  solutions — solutions  to  this  problem  of  unwar- 
ranted litigation,  I  have  not  heard  any  of  the  distinguished  col- 
leagues from  the  discipline  of  law  say  maybe  the  legal  profession 
requires  some  expressions  of  idealism. 

Sol  Linowitz'  recent  book  tells  us  that  the  kinds  of  problems  that 
I  have  been  wrestling  with  and  others  have  been  wrestling  with 
with  respect  to  the  accounting  profession  have  their  analogies  in 
the  legal  profession.  The  bar  associations,  the  courts,  the  schools  of 
law  and  the  lawyers  themselves  should  again  step  back  and  say, 
what  do  we  owe  to  our  predecessors  who  created  this  extraor- 
dinarily beautiful  dedication  to  justice  and  law  that  we  are  sup- 
posed to  represent  in  terms  of  our  day-to-day  careers? 

And  you  have  such  extraordinarily  beautiful  expressions  of  it 
when  Justice  Holmes  and  Justice  Cardozo  and  many  others  live  up 
to  those  expectations.  Entrepreneurial  law,  fine.  But  as  Justice 
O'Connor  said  in  the  Kentucky  Bar  Association  case  involving  ad- 
vertising a  few  years  ago,  the  transcendent  commitment  of  lawyers 
must  be  to  the  public. 

Thank  you. 

Mr.  Markey.  The  gentleman's  time 

Mr.  McMillan.  You  are  cutting  off  some  very  good  testimony. 

Thank  you.  I  yield  back. 

Mr.  Markey.  The  gentleman's  time  has  expired. 

The  gentlelady  from  California. 

Ms.  ScHENK.  Thank  you,  Mr.  Chairman.  I  almost  had  my  mo- 
ment after  20  years  here.  I  have  been  waiting  to  have  a  panel  of 
law  professors  in  front  of  me.  Now  that  it  has  happened,  I  am  hav- 
ing flashbacks  and  my  stomach  is  in  knots.  So  it  never  goes  away. 

Professor  Seligman,  you  eluded  to  certain  perils  if  we  go  too  far. 
Could  you  just  elaborate  for  me  and  for  my  colleagues  what  perils 
you  had  in  mind? 

Mr.  Seligman.  I  think  you  want  to  start  from  the  proposition 
that  every  one  of  these  lawsuits  that  goes  to  court  involves  some 
shareholder  loss.  In  some  of  these  instances,  shareholders  have 
really  been  defrauded.  Someone  has  intentionally  or  recklessly  pub- 
lished a  material  misrepresentation  or  omission. 

If  we  adopt  new  restrictions  on  the  ability  of  shareholders  with 
meritorious  claims  to  go  forward,  my  general  concern  is  the  con- 
fidence that  you  can  safely  invest  in  the  securities  markets  will  de- 
cline. My  general  concern  is  that  the  ability  of  corporations  to  sell 
stock  in  newer  and  almost  by  definition  more  speculative  firms  will 
decline.  And  that  is  the  real  issue. 

Now,  I  have  heard  representations,  and  I  believe  them,  from 
every  member  of  the  panel  who  has  addressed  it  saying  that  they 
don't  want  to  preclude  meritorious  lawsuits  from  going  forward. 
The  real  problem  you  have  here  is  that  when  you  have  a  complaint, 
it  isn't  always  obvious  whether  or  not  this  is  a  meritorious  lawsuit 
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to  the  nth  degree  or  on  further  examination  after  discovery  it  won't 
appear  meritorious. 

And  I  have  been  troubled  by  the  number  of  successful  9(b)  mo- 
tions, and  I  have  been  troubled  by  the  rise  of  the  bespeaks  caution 
doctrine  which,  in  a  sense,  has  cut  off  discovery  in  instances  where, 
at  least  reading  the  complaint,  there  seemed  to  be  the  real  possibil- 
ity that  a  meritorious  lawsuit  had  been  alleged. 

Ms.  SCHENK.  Well,  let  me  turn  the  peril  the  other  way. 

I  come  from  a  district  that  has  a  lot  of  biotech  and  biomed  com- 
panies in  it,  for  example.  I  am  very  interested  in  the  industry,  not 
just  because  they  are  constituents  but,  like  most  human  beings,  we 
hope  always  for  the  ultimate  answer  for  the  great  mysteries  and 
the  great  dread  diseases.  And  I,  for  one,  want  to  do  everything  I 
can  to  enhance  their  ability  to  find  the  cures  for  AIDS  and  cancer 
and  Alzheimer's  and  other  such  diseases. 

This  is  an  industry  based  on  risk — risk  investment,  venture  cap- 
ital, perhaps  unusually  so  in  the  course  of  the  kinds  of  companies 
that  are  invested  in.  So  how  would  you — and  I  am  going  to  ask 
some  of  the  other  panel  members  if  they  would  comment  on  this, 
also.  How  do  you  draw  the  line  between  the  societal — the  societal 
balance  between  trying  to  encourage  these  companies  and  the  in- 
vestment in  these  companies  and  also,  you  know,  our  traditional 
need  to  deter  securities  fraud? 

Mr.  Seligman.  The  simple  answer — I  can  sum  it  up  in  three 
words — is  tell  the  truth.  Represent  in  the  statements  you  issue  to 
the  public  all  material  facts.  Don't  omit  material  information. 

You  find,  particularly  in  start-up  companies,  not  just  limited  to 
any  one  industry,  there  is  often  a  kind  of  magic  moment  when  they 
go  from  the  garage  or  the  small  factory  to  the  big  factory,  when 
they  are  beginning  to  succeed,  where  things  like  internal  account- 
ing controls  don't  keep  pace  with  the  level  of  the  productivity.  And 
shareholders,  perhaps  not  intentionally  at  the  level  of  the  manage- 
ment of  the  firm  but  because  of  a  certain  recklessness,  will  be 
asked  to  invest  money  and  will  lose  hand  over  fist. 

If  we  tolerate  that  to  too  great  a  degree,  you  run  the  risk  that 
future  biotechnology  firms  or  future  start-up  firms  won't  receive 
the  same  level  of  investment.  And  sharing  it  with  you,  as  I  really 
do,  the  concern  that  dread  diseases  be  addressed  and  AIDS  be  ad- 
dressed and  so  on,  what  I  would  most  like  to  see  is  the  capital  for- 
mation process,  which  is  working  extremely  well  in  the  country 
now,  be  maintained  intact.  My  concern  is  if  you  create  special  rules 
you  will  discourage  investors  from  these  somewhat  riskier  firms  in 
the  future. 

Ms.  ScHENK.  Professor  Coffee,  if  I  just  might  add,  though,  there 
are  differences  here.  You  do  have  something  called  the  FDA  that 
works  in  very  mysterious  and  mercurial  ways.  That  despite  all  the 
truth  telling  possible  on  the  part  of  the  firm,  there  are  things  that 
happen  that  they  cannot  control  and  the  stock  prices  do  drop. 

Mr.  Coffee.  I  would  like  to  respond  to  that  because  I  think  that 
is  the  theme  I  think  you  should  be  responding  on. 

I  agree  with  my  colleague,  Mr.  Seligman,  that  you  should  tell  the 
truth.  A  great  deal  of  litigation  in  the  high-tech  field  is  about  fore- 
cast. 
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Let's  suppose  we  are  talking  about  what  we  think  our  earnings 
will  be  next  year  or  what  we  think  will  happen  with  our  key  won- 
der drug  that  is  now  undergoing  FDA  approval.  We  don't  really 
know.  We  can  only  make  a  forecast,  a  prediction.  We  hope  that  we 
will  get  FDA  approval  within  18  months  or  we  hope  next  year's 
earnings  will  go  from  10  cents  a  share  to  50  cents  a  share.  But  we 
can't  know  the  future. 

There  are  studies — and  I  cited  earlier  and  it  is  in  my  paper,  a 
study  by  the  University  of  Chicago  business  professors  who  look  at 
litigation,  51  actions  against  biotech,  high-tech  firms,  and  find  that 
something  like  28  out  of  45  of  those  actions  were  based  on  a  bottom 
forecast,  predictions  of  future  earnings. 

Now,  I  think  that  is  different.  I  think  it  is  not  as  easy  to  tell  the 
truth  about  the  future.  And  I  think  if  a  statement  is  properly  quali- 
fied, where  you  say,  we  hope  the  following,  we  expect  the  following, 
we  put  some  assumptions  forward,  that  it  is  not  the  case  where  we 
want  to  encourage  fraud  litigation  in  that  setting.  And  that  is  why 
I  was  talking  earlier  about  the  desirability  of  a  somewhat  stronger 
safe  harbor  for  properly  qualified,  properly  cautioned  statements 
about  future  events  where  it  is  not  a  factual  misstatement. 

With  Joel,  I  see  no  reason  to  be  sympathetic  to  any  company  that 
has  cooked  its  books,  falsified  past  earnings,  made  false  state- 
ments. But  I  do  think  we  can  have  a  softer  approach  with  regard 
to  soft  or  predictive  information.  And  the  only  rules  that  the  SEC 
has  now.  Rule  175,  are  essentially  dysfunctional. 

The  practicing  securities  bar  does  not  make — when  it  is  optional 
at  least,  when  it  is  not  required,  does  not  make  forecasts — rec- 
ommends strongly  to  clients  that  they  not  make  forecasts  in  SEC 
filings  because  of  the  litigation  risk.  As  a  result,  we  have  both 
taken  something  out  the  system. 

We  take  valuable  information  out  of  SEC  filings  because  there  is 
a  litigation  risk.  And,  to  the  extent  they  make  it,  securities  ana- 
lysts are  depressed  an5rway.  We  see  an  awful  lot  of  litigation  that 
I  don't  think  is  quite  as  valuable  or  quite  as  strong  in  terms  of 
whether  reasonable  investors  could  have  relied  on  that  statement 
as  on  historical  information. 

So  I  think  that  is  one  context  that  you  should  be  thinking  about 
if  you  are  focusing  on  the  problems  of  high-tech  firms. 

Mr.  Fields.  Will  the  gentlewoman  yield? 

Ms.  SCHENK.  Yes.  I  yield. 

Mr.  Fields.  I  was  going  to  ask  Professor  Coffee  earlier,  do  you 
think  the  SEC  can  do  this  administratively  or  do  they  need  legisla- 
tion? 

Mr.  Coffee.  I  think  they  can  do  it.  This  is  an  area  where  reason- 
able people  can  differ.  I  think  they  have  already  a  safe  harbor  rule. 
I  don't  think  it  is  quite  strong  enough.  We  have  heard  different 
views  already  expressed  about  the  bespeaks  caution  doctrine.  That 
really  is  a  reaction  of  the  Federal  courts  on  their  own  to  the  belief 
that  they've  got  to  be  somewhat  more  protective  about  forward- 
looking  information. 

There  are  cases  involving  the  bespeaks  caution  doctrine  that 
have  gone  too  far.  There  are  others  that  I  think  have  sounded  the 
right  note. 
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It  would  be  possible,  given  the  diversity  approach  the  courts  are 
today  following  with  respect  to  this  bespeaks  caution  doctrine,  to 
try  to  get  a  mainstream  idea.  I  think  with  encouragement  the  best 
person  to  try  that  would  be  the  SEC  with  possibly  encouragement 
from  Congress  looking  a  little  bit  over  its  shoulder. 

Mr.  Fields.  I  appreciate  your  yield. 

Ms.  SCHENK.  Thank  you. 

Professor  Briloff,  do  you  have  a  comment? 

Mr.  Briloff.  I  would  like  to  comment  possibly  tangentially. 

As  Professor  Seligman  said,  tell  the  truth  should  be  the  primary 
standard,  to  the  extent  to  which  the  disclosures  are  then  put  for- 
ward, not  as  hype  but  where  the  predictions  or  the  anticipated  re- 
sults are  predicated  on  transactions  or  proceeds  that  are  in  place, 
rather  than  on  whimsy  and  contemplation. 

But  in  my  experience,  what  I  have  found  is  not  that  the  projec- 
tion per  se  is  the  fatal  flaw.  But  I  have  seen  all  too  often,  in  rel- 
egated matters  and  otherwise,  is  that  once  the  projection  is  made 
by  management  and  management  does  not  see  these  results  com- 
ing forward  in  the  ordinary  course  of  business,  they  then  call  in 
their  financial  gurus  all  too  often,  regrettably,  including  the  osten- 
sibly independent  auditors,  to  contrive  transactions,  transactions 
which  might  take  expenses  out  of  their  operating  statement  or 
somehow  or  other  contrive  transactions  to  bring  income  into  the  fi- 
nancial statements.  And  that  might  last  for  a  brief  period  of  time 
until  it  all  gets  unraveled  and  we  see  fakeries  in  the  inventories 
that  they  calculate  and  the  valuation  of  it.  We  see  transactions 
with  shell  corporations  to  produce  revenues  and  the  like. 

So  it  is  not  the  disclosures  or  the  predictions  per  se.  It  is  the  en- 
vironment that  it  involves. 

But,  again,  as  Professor  Seligman  said,  tell  the  truth  and  the 
reasons  why  you  are  telling  what  you  are  telling  and  avoid  that 
which  is  patently  hype. 

Ms.  SCHENK.  Professor  Miller? 

Mr.  Miller.  No  one  wants  to  see  an  American  economic  enter- 
prise deterred  from  its  primary  objective,  particularly  when  that 
primary  objective  deals  with  health  and  well-being,  whether  it  is 
AIDS  or  cancer  or  whether  it  is  DES,  whether  a  Shiley  heart  valve 
or  a  hip  prosthesis  or,  in  wartime,  asbestos  for  liberty  ships  fight- 
ing a  war  or  even  tobacco,  which  gave  so  much  enjoyment  to  so 
many  people  for  so  many  years.  But  if  these 

Ms.  SCHENK.  Sounds  like  you  are  an  ex-smoker. 

Mr.  Miller.  If  these  organizations  don't  tell  the  truth,  either 
they  failed  to  warn  us  or  they  failed  to  disclose  certain  risks  or 
they  failed  to  manufacture  properly  or  they  suppressed  research 
that  shows  the  product  is  dangerous,  we  have  no  difficulty  in  bring- 
ing them  to  the  bar  of  justice,  even  though  their  main  mission  may 
be  somewhat  deterred.  Because  we  believe  there  is  a  greater  public 
good,  both  in  terms  of  compensating  the  victims  and  in  terms  of 
saying  to  them,  don't  do  this  again. 

As  I  indicated  in  my  affirmative  remarks,  I  don't  see  why  that 
should  be  any  different  in  securities  fraud  cases.  The  injuries  may 
be  financial  rather  than  physical.  But  it  is  still  truth  telling  and 
failure  to  live  up  to  what  we  expect  of  these  companies. 
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And,  as  a  society,  we  pay  a  bit  of  a  price  to  get  the  deterrence 
and  to  get  the  compensation.  Obviously,  we  want  to  pay  as  little 
as  is  necessary  to  achieve  that,  but  to  single  out  one  group  of  cases 
which  is  a  blip  on  the  screen,  to  create  artificial  barriers  to  impede 
access  to  what  is  at  root  justice  to  Americans  just  strikes  me  as 
wrong. 

The  system  isn't  perfect.  We  know  that.  You  know  that.  Every- 
body knows  that.  The  system's  pretty  good.  I  will  stack  it  up 
against  any  country  in  the  world.  Don't— don't  throw  the  baby  out 
with  the  bath  water. 

Ms.  SCHENK.  Professor  Langevoort,  do  you  still  remember  my 
question? 

Mr.  Langevoort.  Yeah.  Let's  get  back  to  high-tech  companies 
specifically. 

I  share  much  of  what  Professor  Coffee  said.  My  concern  is  that 
it  is  not  always  as  easy  to  draw  the  distinction  between  forward- 
looking  information  and  current  information  as  he  suggests,  so  that 
if  you  encourage  more  forward-looking  information  you  solve  the 
problem. 

In  your  field,  in  the  high-tech,  small-company  field,  a  large  num- 
ber of  securities  fraud  actions  are  product  development  cases.  Just 
to  say  a  new  product  is  being  developed,  the  company  wants  to  go 
public.  There  is  a  marketing  objective  in  talking  about  it,  in  gener- 
ating enthusiasm.  Sometimes  the  product  doesn't  work  out  well. 
You  have  a  large  number  of  litigation — of  class-action  litigation 
dealing  with  that  kind  of  situation. 

I  want  an  environment  in  which  a  company  can  successfully  talk 
about  its  products,  even  though  they  are  current,  without  the  kind 
of  fear  that  Professor  Coffee  suggested.  How  do  we  do  it?  I  think 
setting  early  thresholds  in  these  litigations  so  that  we  can  weed  out 
the  serious  from  the  unserious  complaint  is  the  best  way  to  do  it. 
I  think  dealing  with  some  of  the  safe  harbor  standards  may  be  use- 
ful. Talking  about  the  meaning  of  recklessness  may  be  useful.  I 
think  we  have  to  address  it  from  a  number  of  perspectives. 

But  I  think  when  you  talk  about  companies  in  real  life,  especially 
companies  that  are  growing  fast,  even  describing  their  current  situ- 
ation is  a  challenge,  and  merely  telling  them  "tell  the  truth" 
doesn't  cut  it. 

Ms.  SCHENK.  Professor  Alexander. 

Ms.  Alexander.  I  agree.  Tell  the  truth  ought  to  be  the  answer, 
but  it  is  very  difficult  to  put  that  into  play. 

Companies  will  have — say  when  they  go  public,  they  will  put  a 
risk  factor  section  in,  and  then  when  things  don't  turn  out  well, 
they  will  find  themselves  litigating  over  whether  they  should  have 
used  a  different  adjective.  Should  it  have  been  the  very  high  risk 
or  should  they  have  emphasized  more  the  difficulties  in  product  de- 
velopment? 

And  I  think  product  development  is  an  area  where  it  doesn't  fit 
so  easily  into  the  forecast  situation  so  that  you  have  companies  de- 
ciding what  to  say  or  deciding  whether  they  ought  to  issue  an  an- 
nouncement on  the  basis  of  a  lot  of  information  from  many  sources, 
inside  and  outside  the  company,  and  they  have  to  evaluate  what 
that  means,  what  they  should  say.  So  they  say,  well,  on  balance, 
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we  think  it  is  going  to  be  this.  Then,  later  on,  it  turns  out  that  that 
judgment  turns  out  not  to  be  correct. 

And  there  is  always  a  document  in  the  files  where  somebody  was 
saying,  I  don't  think  it  is  going  to  be  that,  and  then  you  have  to 
deal  with  that  in  the  litigation.  And  it  is  very  hard  to  resolve  those 
things  before  trial. 

I  think  some  definitions  of  things  like  materiality,  some  safe  har- 
bors would  be  helpful.  I  personally  have  faith  that  if  the  cases  got 
to  juries,  juries  have  good  sense  about  these  things.  But  companies 
facing  a  very  high  liability  that  they  can  dispose  of  by  settlement 
with  insurance  money  and  eliminate  that  risk,  including  personal 
risk  to  them,  have  a  very  hard  time  rolling  those  dice. 

Ms.  SCHENK.  I  guess  my  time  is  up. 

Mr.  Markey.  Do  you  have  a  concluding  statement? 

Ms.  SCHENK.  No.  I  have  other  questions.  If  we  go  another  round 
I  will  ask. 

Thank  you,  Mr.  Chairman. 

Mr.  Markey.  The  gentlelady's  time  has  expired. 

There  are  tens  of  thousands  of  these  cases  each  year.  Tens  of 
thousands.  There  are  228,000  civil  filings  in  Federal  District  Court 
each  year,  on  average.  And  those  suits  between  firms  is  what  con- 
stitutes the  largest  single  category.  And  some  of  these  absolutely 
dwarf,  without  question,  the  securities  class  actions  in  size  and  sig- 
nificance. 

The  Polaroid  versus  Kodak  case  involved  $12  billion  in  claimed 
damages,  and  a  court  ultimately  awarded  just  under  a  billion. 
Penzoil  versus  Texaco  was  another  $12  billion  case  that  settled  for 
about  $3  billion. 

Last  year  the  protracted  battle  between  Paramount  and  Viacom 
and  QVC  made  most  of  the  corporate  lawyers  in  Delaware  multi- 
millionaires. Phillip  Morris  sued  ABC  for  $1  billion,  a  case  which 
Professor  Miller  is  familiar  with.  And  Microsoft  reached  a  $130 
million  settlement  with  another  high-tech  firm  that  accused 
Microsoft  of  infringing  its  patent. 

Just  yesterday,  of  relevance  to  this  subcommittee  as  well.  Bell 
Atlantic  and  N3mex  teamed  up  to  sue  AT&T  and  McCaw  Cellular, 
trying  to  block  their  merger.  AT&T's  response,  not  surprisingly,  is 
that  the  lawsuit  is  frivolous  and  should  be  dismissed  immediately, 
and  we  should  not  burden  the  courts  with  such  unnecessary  litiga- 
tion. 

So  my  question,  first  of  all,  maybe  you  can  help  us  to  character- 
ize it,  why  are  these  multi-billion  dollar  suits  disregarded  and  the 
much  smaller  category  of  securities  litigation  class  actions  posed  as 
the  greatest  threat  to  Democracy  since  the  rise  of  Bolshevism  in 
1918?  It  just  seems  in  proportion  it  is  five  to  one  to  10  to  one  in 
terms  of  their  overall  impact  on  the  private  sector. 

Professor  Langevoort,  why  do  you  think  it  occurs? 

Mr.  Langevoort.  I  think  it  occurs  because  each  of  us  who  is  a 
specialist  in  a  particular  field  sees  our  field  as  dominating  every- 
thing else.  Very  few  of  us — Professor  Miller  probably  has  the  best 
perspective  as  the  proceduralist — have  the  global  view  to  make 
judgments. 

I  think  we  have  to  look  at  securities  litigation  itself;  is  its  cost 
justified?  Are  the  values  we  are  trying  to  promote  with  it  worth  the 
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cost?  And  if  there  are  other  problems  in  other  areas  of  the  law,  ad- 
dress them  separately.  But  I  think 

Mr.  Markey.  We  do  have  uniform  procedural  laws.  I  am  sure 
Professor  Miller  can  tell  us  why  we  have  uniform  rules  rather  than 
breaking  them  down  category  by  category.  It  is  difficult  to  tease  out 
one  area  of  the  law. 

Mr.  Langevoort.  The  biggest  difference,  as  I  mentioned  before, 
between  securities  litigation  and  other  forms  is  the  fact  that  inves- 
tors are  both  the  beneficiaries  and  providers  of  capital  for  the  dis- 
pute resolution  system  we  have.  We  have  something  more  approxi- 
mating a  zero-sum  game  than  we  have  in  those  other  fields.  That 
is  the  difference. 

We  have  investors  paying  the  judgments,  paying  the  settlements 
out  of  corporate  treasuries  or  the  risk  premiums,  getting  the 
money,  and  the  question  we  are  asking  is,  is  it  worth  it? 

Ms.  Alexander.  I  have  a  slightly  different  perspective.  I  think 
the  principal  difference  is  that  in  cases  between  corporations  there 
is  a  client  on  both  sides,  and  the  client  is  making  decisions  in  the 
litigation,  and  the  client  is  used  to  supervising  lawyers,  knows 
what  they  are  doing. 

There  is  some  distortion,  I  think,  when  the  size  of  the  potential 
judgments  gets  very  large,  people  sometimes  have  difficulty  making 
good  decisions,  and  litigation  may  get  more  expensive  than  it 
should  because  people  don't  want  to  make  a  final  decision. 

But  cases  similar  to  those  cases  go  to  trial.  So  you  can  look  at 
the  trial  results  and  you  can  say,  this  is  how  I  value  this  case,  and 
on  what  basis. 

In  securities  cases,  they  very  seldom  go  to  trial.  And  so  it  is  dif- 
ficult to  value  them  accurately. 

Mr.  Markey.  Professor  Miller. 

Mr.  Miller.  First,  although  I  hate  statistics,  it  is  why  I  became 
a  lawyer,  to  stay  away  from  numbers,  but  Janet's  oblique  reference, 
and  Mr.  Tauzin's  reference  on  two  occasions,  that  95  percent  of  se- 
curities fraud  cases  never  reach  a  jury,  it  must  be  said  that  that 
isn't  unusual  either.  If  you  look  at  the  pretrial  disposition  rates  in 
the  U.S.  district  courts,  you  discover  that  it  averages  about  93  to 
95  percent. 

Once  again,  lo  and  behold,  this  ain't  a  new  animal  in  the  forest. 
It  is  out  of  Central  Casting.  It  looks  very  much  like  other  cases. 

I  would  disagree  a  little  bit  with  Professor  Langevoort's  mode  of 
distinguishing  securities  cases  from  these  commercial  behemoths. 
It  is  true  that  you  have  at  an  overt  level  security  owners  on  one 
side.  But  keep  in  mind,  when  two  corporate  giants  do  get  out  in 
a  court,  the  shareholders  are  paying  the  expenses  for  that.  And  if 
one  of  the  corporations  hits  big  casino  with  a  billion  dollar  judg- 
ment, one  set  of  shareholders  will  suffer,  and  the  other  set  of 
shareholders  will  benefit. 

So  I  am  not  convinced  that  is  a  real  distinguishing  factor.  I  think 
what  Janet  says  about  there  being  real  giants  in  the  behemoth 
commercial  litigation  is  right. 

Keep  in  mind  that  going  to  court  in  those  types  of  cases  typically 
refiects  the  competition  between  those  two  companies.  In  other 
words,  the  courthouse  is  simply  viewed  as  another  field  of  competi- 
tion, for  better  or  for  worse.  In  almost  every  one  of  those  cases, 
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there  is  a  counterclaim  for  exactly  the  same  reason.  People  are 
making  business  decisions  that  it  is  in  their  interest  to  bring  this 
suit  or  to  defend  it  in  a  particular  way. 

Mr.  Markey,  Isn't  that  playing  field  also  in  existence  when  in- 
vestors are  trying  to  decide  which  company  they  are  going  to  invest 
in?  That  is,  if  there  is  one  supercomputer  company  making  a  set 
of  representations  that  are  inaccurate,  aren't  the  other  five 
supercomputer  companies  now  put  at  a  disadvantage?  Aren't  they 
competing  to  attract  capital  which  is  going  to  be  expended  by  inves- 
tors in  this  particular  area  into  a  company  which  may  not  in  fact 
produce  the  quality  supercomputer  for  the  United  States,  for  the 
creation  of  jobs  and  world  leadership? 

So  while  the  other  five  companies  may  not  have  standing  to  sue, 
the  truth  of  the  matter  is  that  they  were  in  competition  for  that 
discretionary  investment  dollar.  And  if  in  fact  the  dollar  heads  in 
the  wrong  directions,  one,  the  investors  are  hit,  but  so  are  the 
other  five  companies.  That  seems  true  even  if  they  don't  have 
standing  to  sue,  because  they  would  have  potentially  been  the  ben- 
eficiary of  that  investment  to  help  them  to  improve  their  R&D  to 
compete  against  the  other  companies  globally  that  the  United 
States  invested  in. 

That  is  what  at  heart  it  seems  to  me  is  the  balancing  act  for  this 
committee.  We  have  to  ensure  that  those  other  companies  that 
don't  have  standing  in  fact  do  get  the  investment  dollars  they  de- 
serve by  dint  of  their  superior  R&D  or  their  superior  marketing  of 
products,  their  salesmanship.  If  the  other  company  is  misrepresent- 
ing, then  the  investors  are  harmed,  but  the  American  economy  is 
too,  and  so  are  the  other  companies  who  are  in  that  same  category. 

That  is  what  is  of  concern  to  me  here.  While  9  or  10  class  action 
suits  might  then  pile  onto  that  one  company,  and  as  a  result  that 
one  company  might  seem  to  be  harmed,  the  truth  is  there  is  a 
whole  other  class  of  companies  that  are  harmed  as  well  who  did 
not  draw  that  investment,  and  as  a  result  the  American  economy 
itself  is  harmed. 

Professor  Seligman. 

Mr.  Seligman.  I  think  that  can  go  too  far,  that  is,  there  are  in- 
stances where  certainly  stock  market  prices  will  reflect  a  lawsuit 
against  one  firm  that  does  not  have  an  immediate  impact  on  other 
firms.  There  will  be  a  recognition  on  the  part  of  the  marketplace 
that  there  was  something  unique  or  specially  deficient  in  that  par- 
ticular firm. 

There  are  other  instances  where  a  litigation  will  expose  a  generic 
problem  throughout  the  industry.  Maybe,  I  don't  know,  whatever 
the  new  product  was,  it  will  be  revealed  as  part  of  the  discovery 
of  the  litigation  not  to  have  the  potential  it  was  assumed  it  would, 
and  that  would  be  a  problem  that  rightfully  might  be  attributed  to 
other  firms  trying  to  develop  the  same  product. 

The  earlier  question  you  asked,  which  is,  why  is  there  such  great 
concern  about  Federal  securities  class  actions,  let  me  just  submit 
to  you,  there  are  three  other  thoughts  you  might  bear  in  mind. 

First  of  all,  the  securities  laws  are  generic.  They  apply  to  every 
publicly  held  corporation.  A  lot  of  the  litigation  categories  that  we 
have  addressed  earlier  today  are  much  more  specialized. 
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Second,  there  is  no  question  that  if  you  go  back  to  my  colleague 
and  friend  Jack  Coffee's  somewhat,  I  think,  regrettable  metaphor 
of  the  mouse  being  swallowed  by  the  boa  constrictor,  there  is  at 
least  one  industry  in  this  particular  country  that  apparently  de- 
voted a  substantial  amount  of  resources  to  persuading  Members  of 
Congress  and  the  public  generally  that  this  was  a  kind  of  crisis. 

And  third,  in  fairness  it  also  has  to  be  held  in  the  mix,  and  it 
cuts  exactly  the  opposite  way,  the  position  of  the  plaintiffs'  attorney 
in  this  particular  litigation  is  not  one  which  is  easy  for  many  peo- 
ple to  understand.  There  is  a  sense  that  sometimes  these  lawsuits 
are  driven  by  the  plaintiffs'  attorney  rather  than  the  client. 

When  you  combine  all  of  those  kinds  of  factors  plus  some  fairly 
large  damages  awards  such  as  the  WPPSS  case,  such  as  some  very 
large  settlements  in  the  RTC  litigation  against  a  particular  indus- 
try, you  have  the  conditions  under  which  this  particular  area  will 
receive  sustained  attention. 

Mr.  Markey.  I  agree.  I  guess  what  I  am  trying  to  do  here,  maybe 
I  didn't  make  it  clear  as  I  began  my  questioning.  I  am  just  trying 
to  focus  on  this  high  technology  question,  and  the  need  to  ensure 
that  there  is  adequate  policing  of  the  capital  formation  system  so 
that  the  discretionary  investment  dollar  does  flow  to  those  compa- 
nies that  are  in  fact  developing  the  best  ideas  and  will  create  the 
most  jobs  for  America. 

That  is  the  primary  responsibility  of  this  subcommittee  of  the 
House  of  Representatives.  And  we  have  to  ensure  that  the  system 
has  the  proper  discipline  and  that  there  is  a  mechanism  by  which 
investors  can  punish  those  firms  that  are  misleading  them  away 
from  other  similar  types  of  firms  that  would  have  received  the  very 
same  investment  and  helped  to  create  jobs  on  a  sustained  basis 
rather  than  seeing  a  collapse  of  a  company  that  did  not  have  an 
adequate  product. 

Mr.  Coffee.  I  think  you  are  very  right.  Securities  class  actions 
do  protect  the  allocative  efficiency  of  our  capital  markets,  and  that 
is  one  of  the  hidden  benefits  that  tends  to  get  obscured.  When  we 
talk  about  the  costs,  there  are  current  benefits,  and  one  of  the  most 
important  is  the  overall  efficiency  of  the — particularly  the  venture 
capital  and  IPO  fund-raising  process. 

Mr.  Markey.  I  guess  that  is  why  I  think  it  is  important  for  us, 
when  we  get  into  what  words  might  be  appropriate  for  someone  to 
utter,  if  five  firms  are  somewhat  responsible — and  I  am  not  quite 
sure  yet  that  their  biotech  or  their  supercomputer  is  going  to  make 
the  breakthrough — and  one  similarly  situated  firm  decides  they  are 
going  to  make  a  statement  which  is  at  variance  with  the  state  of 
the  art  at  that  time,  they  clearly  put  the  other  five  at  a  disadvan- 
tage. And  if  subsequently  it  is  proved  they  did  not  make  a  break- 
through except  to  the  extent  they  did  engage  in  excessive  puffing, 
because  conceptually  they  say,  there  is  an  area  where  a  huge  for- 
tune can  be  made  if  a  breakthrough  is  made  in  the  near  term,  then 
we  have  harmed  the  other  five  firms.  If  they  were  actually  ahead, 
then  we  have  harmed  the  American  economy  as  well. 

Let  me  just  go  back  one  more  time  to  you,  Professor  Coffee,  on 
the  subject  of  this  breakdown  of  the  various  categories  of  firms  that 
are  being  sued,  because  we  sloshed  between  accounting  firms  and 
high  tech  and  other  types  of  firms. 
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Could  you  just  review  one  more  time  for  us  those  categories  in 
terms  of  who  is  being  sued,  who  amongst  the  140  firms  last  year 
or  in  the  preceding  years 

Mr.  Coffee.  There  are  several  different  studies  that  have  been 
referred  to.  One  is  the  Dunbar  NERA  study.  It  tends  to  identify 
real  estate  finance  including  savings  and  loan  brokerage  industries, 
and  then  high  tech,  but  high  tech  is  at  most  in  the  top  five,  and 
real  estate,  savings  and  loan,  finance,  brokerage  are  very  high. 

The  accounting  settlements,  which  is  a  fairly  good  proxy  of  most 
securities  litigation,  tends  to  put  several  other  firms,  retail  indus- 
try and  brokerage  up  there,  and  finds  that  high  tech  computer 
firms  are  no  more  than  tied  for  fifth.  That  is  not  to  say  it  isn't  a 
high  risk,  but  there  are  other  companies,  other  areas,  particularly 
real  estate,  which  also  had  a  unique  crash  in  the  late  1980's,  that 
have  been  particularly  the  target  of  securities  litigation. 

Mr.  Markey.  Let  me  ask  then,  if  I  could,  because  you  have  all 
been  more  than  generous  with  us,  and  yet  we  have  a  second  panel 
that  is  extremely  distinguished  and  has  every  right  to  be  heard  by 
the  subcommittee,  if  I  could  ask  each  of  you  to  give  us  a  1-minute 
summation  of  what  it  is  you  want  to  us  retain  from  your  testimony, 
what  principles  you  want  us  to  include  in  any  consideration  of  leg- 
islation or  recommendations  to  the  SEC  in  the  regulatory  area,  and 
we  will  go  in  the  same  order  as  we  began,  if  we  can  begin  with  you, 
Professor  Seligman. 

Mr.  Seligman.  Mr.  Chairman,  I  guess  more  than  anything  else 
I  would  urge  the  committee  to  tread  warily.  We  have  a  wonderful 
capital  formation  system.  Part  of  why  it  is  wonderful  is  the  belief 
on  the  part  of  many  shareholders  that  if  they  are  defrauded,  they 
have  a  remedy.  Part  of  why  it  is  wonderful  is  that  we  deter  mis- 
conduct, which  never  occurs  because  of  the  effectiveness  of  various 
private  and  public  remedies. 

I  would  urge  you  to  also  bear  in  mind  that  if  you  adopt  new  leg- 
islation, that  will  have  a  cumulative  efiect.  We  have  heard  a  lot  of 
ideas,  many  of  which  we  should  regard  as  alternatives.  If  you  try 
to  proceed  with  four  or  five  or  six  different  attempts  to  address  the 
same  problem,  you  run  the  risk  of  doing  more  harm  than  good. 

And  finally,  I  would  urge  once  more  that  the  four  areas  which 
I  think  are  most  worthy  of  your  consideration  at  this  time  would 
be  reversal  of  the  Central  Bank  decision;  a  definition  of  reckless- 
ness; some  method  of  proportionate  liability  when  you  are  dealing 
with  solvent  registrants;  and  finally,  some  approach  to  the  bounty 
payments  to  professional  plaintiffs. 

Mr.  Coffee.  It  may  not  sound  that  way,  but  I  agree  with  Joel, 
at  the  level  of  90  percent  consensus,  particularly  on  those  last  re- 
forms. The  two  things  I  would  say  are  that  brand-new  litigation  so- 
lutions that  are  context  specific  to  the  securities  laws  aren't  going 
to  work.  Lawyers  and  courts  aren't  going  to  understand  them.  It 
is  too  small  a  sample  to  create  a  whole  new  animal  for. 

Therefore,  the  two  things  I  have  been  suggesting,  don't  try  to  in- 
vent new  litigation  techniques.  I  have  been  pushing  for  a  stronger 
safe  harbor  to  protect  forward-looking  information,  because  I  don't 
think  the  bar  now  will  advise  clients  to  make  those  statements. 

You  gave  a  wonderful  illustration  of  four  of  the  companies  that 
don't  make  a  forward-looking  projection.  Probably  the  reason  they 
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are  not  is  because  lawyers  tell  them  they  can't  take  the  risk  of  the 
securities  class  action  or  just  having  the  overhang  of  a  securities 
class  action  can  deter  your  ability  to  raise  money  from  banks  or  in- 
vestors. That  is  a  threat  to  your  ability  to  raise  capital  in  the  fu- 
ture while  it  is  pending. 

I  also  believe  intelligent  investors  can't  place  that  much  reliance 
on  a  properly  cautionary  forward-looking  statement,  one  that  esti- 
mates next  year's  earnings  but  explains  some  of  the  risks.  And  I 
think  it  is  possible  as  a  matter  of  law  for  a  court  to  make  a  deter- 
mination early  on  that  a  properly  cautionary  statement  that  falls 
within  the  safe  harbor  that  the  SEC  could  develop  should  not  sup- 
port litigation  and  can  be  dismissed  without  having  to  get  into  ex- 
tensive discovery  on  the  merits. 

Another  comment  is  we  have  all  heard  the  problem  about  the 
anomalous  situation  of  lawyers  without  clients.  That  is  one  reason 
why  securities  class  actions  get  so  much  attention  and  attack.  In 
the  past  there  was  no  answer  for  that.  I  do  think  we  can  move,  and 
it  will  happen  even  without  legislation,  towards  solving  the  politi- 
cal legitimacy  problems  surrounding  governance  of  class  action  and 
encouraging  mechanisms  by  which  courts  can  try  to  select  investors 
to  staff  the  steering  committee,  is  a  way  we  will  have  the  true  own- 
ers making  a  decision.  I  don't  think  it  will  change  results  dramati- 
cally, but  I  think  it  will  cut  some  chases  off  and  give  us  greater 
assurance  that  true  owners  are  getting  their  preferences  observed. 

Mr.  Langevoort.  Two  things.  One,  eliminate  the  pressures  and 
incentives  that  exist  today  to  set,  bring  and  settle  cases  that  are 
not  serious  claims  of  securities  fraud. 

Second,  focus  the  design  of  the  litigation  system  on  a  goal  of  de- 
terrence as  a  way  of  accomplishing  the  kinds  of  objectives  you  iden- 
tified. 

Ms.  Alexander.  I  agree  with  Professor  Langevoort's  statement, 
and  I  just  add,  to  correct  the  structural  causes  of  the  problems 
which  are  unique  to  securities  litigation  without  changing  the  pro- 
cedural rules. 

Mr.  Briloff.  I  agree  with  the  consensus  of  my  colleagues.  The 
only  addition  by  way  of  legislation  had  to  do  with  aborting  the  con- 
fidentiality possibility  in  settlements  so  that  we  can  determine  on 
analysis  the  extent  to  which  the  actions  may  or  may  not  have  been 
frivolous. 

But  again,  I  feel  that  my  being  here  today  was  essentially  to  im- 
portune my  professional  colleagues  to  take  stock  of  where  they  are 
heading,  to  rededicate  themselves  to  what  I  believe  is  their  cov- 
enant with  society,  and  there  it  must  be  remembered  that  by  stat- 
ute the  only  service  that  is  subsumed  in  our  certified  public  ac- 
countancy license  under  statute  is  to  examine  and  opine  with  re- 
spect to  financial  statements. 

I  therefore  appeal  to  them  to  divest  themselves  of  what  it  is  that 
is  becoming  the  mouse  that  has  been  absorbed  by  whatever  it  is, 
or  the  rat  that  has  been  absorbed,  get  rid  of  those  managerial  con- 
sultative services  and  get  back  to  calling  yourselves  once  again  cer- 
tified public  accountants. 

They  are  no  longer  certified  public  accountants.  If  you  read  their 
logo,  it  is  accountants  and  auditors  or  something  like  that. 
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Mr.  Markey.  Professor  Miller,  you  are  given  the  privilege  of  de- 
livering the  charge  to  the  jury. 

Mr.  Miller.  I  have  already  indicated  that  I  think  it  would  be 
very  helpful  if  this  committee  and  other  Members  of  Congress 
worked  with  the  judiciary,  encouraged  the  judiciary  to  continue  its 
fight  on  cost  and  delay,  which  is  ongoing  but  needs  vitalization 
from  time  to  time. 

Again,  I  would  urge  this  committee  not  to  engage  in  tinkering, 
not  to  construct  a  special  set  of  rules,  whether  it  is  pleading  or  any 
of  the  other  proposals  that  have  been  brought  forth  which  will 
produce  a  Rube  Goldberg  contraption,  unique  for  no  reason  at  all 
to  securities  litigation,  that  will  breed  confusion  among  bench  and 
bar,  increase  transaction  costs  of  litigation,  which  is  diametrically 
opposed  to  what  you  are  trying  to  achieve,  and  impair  access  to  the 
American  court  system.  And  access  to  the  American  court  system 
has  been  a  hallmark  of  our  system  for  200  years.  It  is  as  American 
as  apple  pie,  and  at  least  until  Friday,  baseball. 

Mr.  Markey.  Thank  you. 

This  was  just  an  excellent  panel,  and  I  am  afraid  for  too  many 
of  us,  with  the  exception  of  Mr.  McMillan,  it  had  kind  of  a  Ground- 
hog Day  quality  to  it  all  that  was  kind  of  scary  to  the  former  law 
students  that  sit  on  the  subcommittee.  We  thank  each  of  you. 

We  will  take  a  brief  2-minute  recess  while  we  set  up  for  the  next 
panel. 

[Brief  recess.] 

Mr.  Markey.  Our  second  panel  is  equally  as  distinguished  as  the 
first.  We  will  begin  by  recognizing  J.  Michael  Cook,  who  is  the 
Chairman  and  Chief  Executive  Officer  of  Deloitte  &  Touche,  the 
third  largest  of  the  big  six  accounting  firms,  with  approximately 
1,400  partners.  He  is  also  a  member  of  the  Coalition  to  Eliminate 
Abusive  Securities  Suits. 

We  welcome  you  to  the  subcommittee,  Mr.  Cook.  We  apologize  for 
the  delay  in  reaching  this  panel.  You  are  going  to  get  the  full  at- 
tention of  the  subcommittee.  We  are  ready  whenever  you  are  to 
begin  your  testimony. 

STATEMENTS  OF  J.  MICHAEL  COOK,  CHAIRMAN  AND  CHIEF 
EXECUTIVE  OFFICER,  DELOITTE  &  TOUCHE;  JON 
LUKOMNIK,  DEPUTY  COMPTROLLER,  CITY  OF  NEW  YORK; 
STEPHEN  F.  SMITH,  GENERAL  COUNSEL,  EXABYTE  CORP.; 
RALPH  NADER,  CONSUMER  ADVOCATE,  CENTER  FOR  STUDY 
OF  RESPONSIVE  LAW;  MARK  J.  GRIFFIN,  DIRECTOR,  SECURI- 
TIES DIVISION,  UTAH  DEPARTMENT  OF  COMMERCE;  AND 
LEONARD  B.  SIMON,  ON  BEHALF  OF  NATIONAL  ASSOCIA- 
TION OF  SECURITIES  AND  COMMERCIAL  LAW  ATTORNEYS 

Mr.  Cook.  Thank  you,  Mr.  Chairman.  I  am  Mike  Cook,  the 
Chairman  and  Chief  Executive  Officer  of  Deloitte  &  Touche,  one  of 
the  firms  that  is  collectively  referred  to  as  the  Big  Six.  I  am  a  prac- 
ticing accountant.  I  have  for  30  years  been  a  practicing  CPA.  For 
the  last  10  years,  I  have  led  my  firm. 

I  am  not  a  detached  observer  of  this  matter.  I  am  living  in  the 
real  world  of  litigation  every  day.  I  am  responsible  for  the  perform- 
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ance  and  the  livelihood  of  about  1,500  partners  and  about  16,000 
people  in  the  United  States,  and  I  am  also  ultimately  responsible 
for  our  audits  of  about  2,000  public  companies  and  thousands  of 
other  enterprises. 

I  very  much  appreciate  your  invitation  to  testify  this  morning. 
This  is  a  subject  of  great  importance  to  our  system  of  capital  for- 
mation. It  is  also  of  great  importance  to  the  accounting  profession 
in  particular.  In  fact,  the  issue  that  we  are  discussing  is  critical  to 
the  future  of  our  profession. 

Mr.  Chairman,  neither  I  nor  the  profession  are  strangers  to  this 
committee.  I  have  appeared  before  you  on  a  number  of  occasions 
in  the  past,  most  recently  as  Chairman  of  the  American  Institute 
of  CPA's.  Our  dialogue  with  you  over  the  years  has  been  very  pro- 
ductive, and  we  have  undertaken  significant  reforms  at  your  urging 
and  on  our  own  initiative.  For  example,  we  have  endorsed  and  sup- 
ported the  so-called  whistleblower  legislation  introduced  by  you, 
Mr.  Chairman,  and  by  Congressmen  Dingell  and  Wyden. 

We  now  need  your  help  to  change  a  system  that  is  out  of  control 
and  endangers  our  existence  and  our  critical  role  in  the  effective- 
ness of  the  capital  markets. 

You  have  already  heard  this  morning  different  views  about  our 
liability  system.  I  have  one  unique  perspective  I  would  like  to  add 
to  that  discussion,  and  that  is  the  view  of  the  leader  of  a  partner- 
ship who  must  every  day  make  business  decisions  driven  by  the 
perils  of  joint  and  several  liability. 

Several  times  each  year  I  face  an  alarming  choice:  a  choice  be- 
tween risking  the  viability  of  a  firm  or  capitulating  to  a  coercive 
settlement  at  the  hands  of  a  lawyer.  We  must  consider  settlement 
for  a  combination  of  reasons,  and  that  combination  includes  the  dif- 
ficulty of  justifying  judgments  and  good-faith  estimates  that  are 
challenged  years  after  the  fact  and  with  20/20  hindsight. 

It  is  virtually  impossible  for  us  to  explain  our  responsibilities  ef- 
fectively to  a  jury  of  our  peers.  We  face  the  high  risk  of  a  finding 
of  recklessness  because,  as  former  SEC  Commissioner  Al  Summer 
explained  to  me,  very  often  juries  tend  to  view  negligence  as  reck- 
lessness. 

We  face  the  enormous  cost  of  defending  a  case.  With  no  insur- 
ance, that  cost  is  borne  100  percent  by  the  partners  of  the  firm. 
Then  we  add  the  effect  of  joint  and  several  liability,  huge  damages 
assessed  to  others  that  they  lack  the  ability  to  pay. 

We  have  no  insurance.  Commercial  insurance  carriers  are  no 
longer  willing  to  insure  us.  Absent  the  perils  of  joint  and  several 
liability,  we  can  fight  on.  Yet,  often  the  risks  are  too  great  and  we 
have  no  choice  but  to  settle.  Not  for  professional  reasons  but  for 
pragmatic  business  reasons.  And  the  cost  of  these  settlements  is 
rising  dramatically  and  the  risk-to-reward  ratio  of  practicing  in  my 
profession  has  been  sJtered  dramatically. 

What  are  the  effects  of  the  situation?  There  are  many,  and  I 
would  like  to  just  mention  two  this  morning.  The  most  significant 
element  in  the  quality  of  our  work  is  not  technology  nor  is  it  the 
procedures  we  follow.  It  is  the  quality  of  our  people.  And  we  are 
losing  top  quality  people  in  record  numbers. 

New  partners  having  achieved  that  professional  milestone  are 
now  leaving  in  their  first  1  or  2  years  as  they  come  to  understand 
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the  risks  they  face.  And  in  a  few  instances  recently,  prospective 
partners  have  declined  our  invitation  to  join  the  firm  for  those 
same  reasons.  I  believe  that  all  the  major  firms  share  this  experi- 
ence with  their  people. 

Second,  today,  out  of  necessity,  we  must  practice  a  new  form  of 
risk  management:  financial  risk  management.  Let  me  explain.  We 
have  always  assessed  professional  risk.  We  have  always  made  judg- 
ments by  scrutinizing  closely  the  honesty  and  integrity  of  our  cli- 
ents, their  commitment  to  proper  controls,  their  willingness  to  do 
it  right  when  it  comes  to  financial  reporting. 

Today  we  must  go  further  to  assess  our  ability  to  accept  the  fi- 
nancial consequences  of  our  association  with  a  high-risk  client,  risk 
which  may  be  due  to  their  newness  to  the  public  markets,  their  in- 
ability to  pay  their  share  in  the  event  of  litigation,  and  so  forth. 

Here  we  focus  on  the  IPO  market,  where  the  risks  are  the  great- 
est, and  in  fact  we  said  no  last  year  to  about  50  companies  who 
asked  to  us  audit  their  financial  statements  in  an  initial  public  of- 
fering. 

Just  as  the  doctors  stopped  delivering  babies,  they  couldn't  take 
the  risk  any  longer,  we  are  rapidly  approaching  our  equivalent  sit- 
uation. The  unwillingness  to  bring  to  market  the  engines  of  com- 
merce, the  job  creators,  the  emerging  growth  companies. 

To  me  it  is  almost  un-American  to  deny  services  and  therefore 
access  to  the  capital  markets  to  these  companies  that  are  so  vital 
to  the  economy  of  our  country,  particularly  during  their  formative 
years.  Yet,  it  is  the  inevitable  consequence  of  a  system  that  seeks 
to  hold  us  liable  as  deep-pocket  guarantors  of  their  financial  suc- 
cess. 

As  I  said  at  the  outset,  change  is  required,  not  years  from  now 
when  the  damage  has  been  done  and  is  irreversible  but  today, 
while  we  still  have  the  best  capital  market  system  in  the  world 
supported  by  a  strong  and  viable  accounting  profession. 

One  final  thought.  The  message  I  hope  to  leave  with  the  sub- 
committee today  is  in  the  real  world  in  which  we  confront  lOb-5 
lawsuits,  something  has  gone  wrong,  terribly  wrong,  and  that 
something  can  be  traced  to  the  role  of  joint  and  several  liability, 
and  the  role  it  plays  in  prompting  litigation  and  forcing  settle- 
ments. 

These  are  practical  considerations.  They  are  real-world  consider- 
ations. They  do  not  appear  in  law  school  case  books.  They  do  not 
appear  in  articles  in  which  joint  and  several  liability  is  reviewed 
in  a  theoretical  world.  They  are  real-world  factors  that  turn  my  job 
as  a  professional  into  that  of  a  litigation  and  risk  manager,  driven 
to  meet  the  objectives  of  plaintiffs'  lawyers  and  at  the  least  possible 
financial  pain  to  ourselves  and  with  little  attention  to  the  merits 
of  a  case.  This  is  the  real  and  practical  impact  of  joint  and  several 
liability  as  a  magnet  for  abusive  lawsuits. 
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I  sincerely  hope,  Mr.  Chairman,  that  as  the  legislative  process 
movis  fomard,  th^se  practical  considerations  will  Wome  a  mean- 
incrfnl  nart  of  vour  deliberations  on  the  reform  ot  lUD-o. 

Mr  ^haimian  in  my  written  statement  I  have  referred  to  sev- 
eral studSs  I  would  like  to  submit  them  to  the  subcommittee  for 
the  record.  ,.    -• 

t:  ^^"l^^^yoursifrappreciate  the  opportunity  to  n.ake 

*rrhf  prepared  statement  of  J.  Michael  Cook  follows:) 
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STATEMENT  OF  J.  MICHAEL  COOK 

CHAIRMAN  AND  CHIEF  EXECUTIVE  OFFICER,  DELOITTE  &  TOUCHE 

BEFORE  THE  SUBCOMMITTEE  ON  TELECOMMUNICATIONS    &  FINANCE 

AUGUST  10,  1994 

My  name  is  J.  Michael  Cook  and  I  am  Chainnan  and  Chief  Executive  Officer  of 
Deloitte  &  Touche,  one  of  the  country's  six  largest  accounting  firms.    D&T  has  1,450 
partners  and  15,800  employees  in  over  100  offices  throughout  the  country.    We  audit  over 
1 ,950  public  companies  and  thousands  of  other  enterprises.    I  very  much  appreciate  the 
Subcommittee's  invitation  to  testify  this  morning  on  a  subject  that  is  of  great  importance  to 
our  nation's  capital-markets  system  and  to  the  accounting  profession  in  particular.    Indeed, 
this  issue  is  integral  to  the  survival  of  our  profession. 

Accountants  and  the  accounting  profession  have  played  an  important  role  in  the 
development  of  our  nation's  capital-markets  system   -  far  and  away  the  best  in  the  world. 
Independent  public  accounting  was  introduced  into  this  country  in  large  part  to  protect  the 
investing  public.   During  America's  industrial  revolution,  foreign  investors  agreed  to  provide 
capital  for  American  businesses  only  if  their  accountants  were  first  permitted  to  review  the 
books  of  the  companies  seeking  funds.   The  assurances  provided  by  these  independent 
accountants  were  thus  essential  to  America's  growth. 

Our  profession  has  continually  led  the  way  in  advocating  revisions  to  the  financial 
reporting  system.   In  the  late  1920s,  for  example,  public  accountants  argued  that  the  existing 
financial  reporting  standards  did  not  provide  sufficient  information  for  investors.    Following 
the  stock  market  crash  of  1929,  more  rigorous  private  standards  were  promulgated  through 
the  joint  efforts  of  our  profession  and  industry. 

In  the  Securities  Act  of  1933,  Congress  recognized  the  importance  of  an  independent 
review  of  corporate  financial  statements  by  mandating  independent  audits  of  financial 
statements  of  companies  regulated  by  the  Securities  and  Exchange  Commission.    That  reform 
also  was  proposed  by  our  profession.    Indeed,  General  Carter  who  was  at  that  time  the 
managing  partner  of  my  firm  was  a  leading  proponent  of  the  Act.   This  pattern  of  continuing 
change  supported  by  the  accounting  profession  has  been  repeated  time  and  again. 

The  financial  boom  that  our  country  experienced  during  the  early  1980s  produced 
great  benefits  -  companies  grew,  plants  expanded,  jobs  were  created.    Yet  this  period  gave 
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birth  to  serious  problems  as  well.  We  believe  that  the  lessons  learned  in  the  1980s  about  the 
new  business  environment  --  as  revealed  in  the  S&L  crisis  and  other  business  failures  -  point 
the  way  toward  needed  reforms. 

Businesses  are  becoming  ever  larger  and  more  complex.   Their  operations  are 
frequently  spread  over  many  different  segments  of  industry  as  well  as  many  areas  of  our 
country  and  many  comers  of  the  globe.   This  very  size  and  complexity  expands  opportunities 
for  the  few  who  engage  in  corporate  chicanery.    Although  it  never  will  be  possible  to  root 
out  all  such  misconduct,  the  methods  used  in  the  past  are  no  longer  adequate.    Corporate 
management  and  independent  accountants  must,  therefore,  exercise  increased  vigilance 
against  such  activity. 

Another  hallmark  of  the  new  era  is  the  fast  pace  of  business  activity.   New  ideas  are 
quickly  translated  into  new  products,  jobs,  and  the  need  for  tremendous  amounts  of  capital. 
Products  become  obsolete  virtually  overnight.    Companies  that  were  once  dominant  in  their 
fields  can  quickly  fall  far  behind  new  competitors.   Most  business  failures,  therefore,  are  not 
the  result  of  fraud,  but  rather  of  the  company's  failure  to  adapt  to  market  conditions. 
Today's  corporate  financial  statements  --  which  provide  a  snapshot  of  the  company's 
financial  condition  as  of  some  date  in  the  past  -  contain  much  valuable  information,  but  they 
simply  do  not  supply  enough  data  to  meet  the  needs  of  today's  environment.    Indeed, 
investors  who  rely  upon  financial  data  from  even  the  recent  past  may  be  disappointed  by  a 
company  that  has  fallen  behind  its  competitors.   Investors  need  future-oriented  information  in 
order  to  assess  the  viability  of  business  enterprises. 

A  final  lesson  of  the  1980s  strikes  closer  to  home.    Some  hold  our  profession 
responsible  for  failing  to  provide  advance  warning  of  the  business  failures  of  that  decade. 
Clearly,  mistakes  were  made,  both  within  and  outside  the  profession.    But  today's  hearing 
should  not  focus  on  finger-pointing  about  errors  in  the  past.    Instead,  our  focus  today  should 
be  on  how  to  make  improvements  in  the  ftiture. 

We  recognize  that  the  public  is  concerned  about  the  independence  and  competence  of 
accountants.    We  intend  to  maintain   -  and  even  enhance   -  public  confidence  in  the 
competence  and  integrity  of  the  accounting  profession.    Accordingly,  we  believe  reform  is 
appropriate  in  this  area  as  well. 


196 


Last  year,  the  American  Institute  of  Certified  Public  Accountants  issued,  and  the  six 
largest  accounting  firms  endorsed,  a  white  paper  entitled  "Meeting  the  Financial  Reporting 
Needs  of  the  Future. "   I  would  like  to  submit  a  copy  of  that  document  for  the  record.    In  my 
statement,  I  will  describe  and  elaborate  upon  some  of  the  ideas  embodied  in  that  document. 

As  this  Subcommittee  well  knows,  the  auditor's  job  is  to  assess  independently 
corporate  management's  public  fmancial  reports  to  determine  whether  those  reports  fairly 
reflect  the  fmancial  results  of  operations.   The  object  of  the  whole  fmancial  reporting  system 
-  the  statements  by  management  plus  the  independent  review  by  the  accountant  —  is  to  give 

the  public  a  base  of  meaningful  and  reliable  information  for  use  in  making  important 
fmancial  decisions. 

Four  basic  concerns  have  been  expressed  about  the  accounting  profession: 

•  auditors  do  not  do  a  good  job  in  detecting  attempts  by  management  to  "cheat" 
in  fmancial  statements  or  in  preventing  and  detecting  management  fraud; 

•  fmancial  reports  are  becoming  less  usefiil  to  investors; 

•  auditors  are  less  independent  of  their  clients  and  their  reporting  is  less 
objective;  and 

•  the  current  system  for  disciplining  bad  auditing  needs  strengthening. 

We  in  the  profession  agree  that  these  are  legitimate  areas  of  self-examination  and  we  have 
been  addressing  each  of  them. 

To  enhance  our  ability  to  filter  management  bias  and  to  detect  fraud,  we  have 
substantially  reformed  the  way  our  profession  sets  auditing  standards. 

In  addition,  with  the  creation  of  the  Financial  Accounting  Standards  Board  (FASB)  in 
1975,  the  profession,  working  with  the  SEC,  developed  a  more  independent  mechanism  for 
establishing  accounting  principles  --  the  rules  that  govern  how  business  transactions  are 
recognized  and  reported. 
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In  1977,  again  working  with  the  SEC,  the  AICPA  established  the  SEC  Practice 
Section  (SECPS)  as  a  voluntary  membership  Section;  membership  was  made  mandatory  in 
1989  for  AICPA  member  firms  that  audit  public  companies.    SECPS  members  are  subject  to 
a  number  of  requirements: 

•  they  must  undergo  a  rigorous  peer  review  every  three  years,  the  results 
of  which  are  available  to  the  staff  of  the  SEC; 

•  they  must  adhere  to  stringent  quality  control  standards  concerning  — 
among  other  things  -  partners  in  charge  of  audits  and  concurring 
reviews  of  audits;  and 

•  they  must  report  to  the  Section's  Quality  Control  Inquiry  Committee 
(QCIC)  any  litigation  alleging  deficiencies  in  the  performance  of  an 
audit.   The  QCIC  then  reviews  the  matter  to  determine  whether  there 
was  a  breakdown  in  the  firm's  quality  control  procedures.    The 
Committee  may  order  corrective  action. 

The  SECPS  is  located  within  the  AICPA  and  its  operations  are  overseen  by  a  Public 
Oversight  Board,  a  self-perpetuating  body  of  distinguished  independent  individuals  committed 
to  ensuring  the  effectiveness  of  the  SECPS  program.   The  POB  is  currently  chaired  by 
former  SEC  Commissioner  Al  Sommer,  who  is  well  known  to  this  Subcommittee. 

These  new  procedures  have  worked  well.   In  its  1991  Annual  Report,  for  example. 
the  SEC  stated  that  "the  peer  review  process  contributes  significantly  to  maintaining  the 
quality  control  systems  of  member  firms  and,  therefore,  enhances  the  consistency  and  quality 
of  practice  before  the  Commission."   The  QCIC  review  process,  according  to  the 
Commission,  "provides  added  assurances,  as  a  supplement  to  the  SECPS  peer  review 
program,  that  major  quality  control  deficiencies,  if  any,  are  identified  and  addressed  in  a 
more  timely  fashion.   Therefore,  the  agency  believes  that  the  QCIC  process  benefits  the 
public  interest."    Similar  statements  have  been  included  in  many  Commission  reports  and 
over  the  years  these  processes  have  been  revised  based  upon  suggestions  made  by  the 
Commission  staff.   Given  the  proven  effectiveness  of  these  procedures,  it  is  not  surprising 
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that  a  highly  disproportionate  number  of  SEC  Rule  2(e)  disciplinary  proceedings  are  brought 
against  accounting  firms  that  are  not  SECPS  members  and  therefore  do  not  have  to  abide  by 
the  SECPS  requirements. 

Recent  studies  establish  that  good,  honest  auditing  does  make  financial  statements  less 
biased.    One  study  of  over  1500  audits  for  15  audit  years  found  that  auditors  convinced 
companies  to  reduce  earnings  and  assets  by  between  two  to  eight  times  the  minimum  amount 
that  would  materially  misstate  the  fmancial  statements.   I  have  submitted  a  copy  of  this  study 
with  my  statement  for  the  record. 

To  make  that  impressive  track  record  even  better,  the  profession  is  reviewing  its 
standards  to  incorporate  additional  guidance  on  the  types  of  circumstances  that  signal  a 
higher  risk  of  fraud.    Also,  the  AICPA  has  endorsed  legislation  sponsored  by  you,  Mr. 
Chairman,  and  Congressmen  Wyden,  Dingell  and  others  requiring  auditors  to  report  acts  of 
fraud  to  regulators  if  management  does  not  do  so. 

While  those  efforts  are  underway,  auditors  are  receiving  a  constant  stream  of 
information  through  a  series  of  audit  risk  alerts  and  practice  alerts.   These  alerts  are  effective 
warnings  to  CPAs  and  include  descriptions  of  audit  procedures  that  are  useful  in  detecting 
fraud.    In  addition,  the  AICPA' s  Auditing  Standards  Board  has  appointed  a  special  Task 
Force  to  make  clear  the  auditor's  responsibility  to  detect  fraud,  revisit  existing  standards 
relating  to  fraud  detection  and  prevention  to  see  if  they  need  strengthening,  and  consider 
whether  any  new  standards  are  needed. 

The  main  defense  against  fraud,  we  all  know,  is  an  effective  system  of  internal 
control  overseen  by  a  conscientious  board  of  directors.    That's  why  the  AICPA  was  one  of 
the  sponsors  of  a  landmark  report,  'Internal  Control   -  Integrated  Framework".    That  report 
provides  specific  guidance  to  companies  and  their  auditors  on  the  components  of  a  system  of 
internal  control  and  includes  an  entire  volume  of  tools  that  can  be  used  to  evaluate  the 
system.    Also,  we  endorsed  the  requirements   -  contained  in  an  earlier  version  of 
Congressman  Wyden's  legislation  --  that  management  should  report  on  a  company's  internal 
controls  and  that  an  auditor's  report  on  management's  assertions  accompany  management's 
own  report. 

On  the  broader  front  of  making  fmancial  reports  not  only  free  of  fraud  but  more 
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useful,  the  AICPA  established  a  Special  Committee  on  Financial  Reporting  that  has 
extensively  researched  the  needs  of  users  of  financial  information.   This  will  help  us 
determine  what  kinds  of  new  information  should  be  provided  and  what  responsibilities  the 
auditor  should  have  for  that  information.   The  committee's  final  report,  expected  early  this 
Fall,  should  have  a  significant  influence  on  standard-setters  and  regulators,  to  the  benefit  of 
the  investing  and  lending  public.    One  conclusion  is,  however,  already  clear.   When  it  comes 
to  fonvard- looking  information,  many  corporate  managers  are  unwilling  to  provide  additional 
information  and  most  auditors  are  unwilling  to  attest  to  such  information,  in  the  absence  of 
reform  of  the  legal  liability  system.    The  risks  of  open-ended  liability  are  just  too  great. 

Meanwhile,  investors  will  soon  learn  more  about  the  risks  and  uncertainties  faced  by 
companies  in  today's  volatile  and  competitive  business  environment.   In  April  of  this  year, 
an  AICPA  comminee  approved  the  final  draft  of  a  document  requiring  enhanced  disclosures 
of  risks  and  uncertainties.    The  statement  will  go  into  effect  for  financial  statements  issued 
for  fiscal  years  beginning  after  December  15,  1995. 

The  auditor's  value  to  the  public  comes  from  his  or  her  independence  from  the  client. 
The  AICPA  and  the  SEC  have  developed  an  extensive  body  of  rules  to  guard  against  an 
impairment  of  independence,  whether  in  fact  or  appearance.    A  recent  report  by  the  Office  of 
the  Chief  Accountant  of  the  SEC  to  this  Subcommittee  concluded,  after  a  year-long  study, 
that  no  additional  legislation  or  fundamental  regulatory  reforms  are  necessary  to  assure 
auditor  independence. 

Effective  discipline  helps  hold  the  line  on  auditor  independence  and  performance. 
Earlier  this  year,  the  AICPA  endorsed  the  creation  of  a  statutory  self-disciplinary 
organization  as  proposed  in  S.  1976.    Auditors  and  audit  firms  would  submit  to  a  new 
disciplinary  process  that  would  operate  even  while  litigation  was  pending,  and  they  would  be 

subject  to  significant  penalties,  including  monetary  fines  and  a  lifetime  ban  on  practice  before 

the  SEC.    The  SEC  would  oversee  the  entire  process. 

The  profession  has  responded  well  in  the  past  to  the  need  to  investigate  and  discipline 

accountants  and  firms  in  situations  where  there  were  departures  from  audit  standards. 

However,  the  current  legal  system  is  a  considerable  impediment  to  a  timely  self  disciplinary 

system.   Currently,  lawsuits  are  filed  before  there  has  been  any  substantial  investigation  of 
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the  situation  that  led  to  the  alleged  fraudulent  activity.    Under  the  current  process,  any 
investigation  conducted  during  the  life  of  the  litigation  might  be  used  by  either  party  to  the 
litigation  and  could  unduly  influence  the  outcome  of  the  litigation.   Accordingly,  the 
investigation  into  the  conduct  of  the  audit  firm  and  its  personnel  is  delayed  until  after  the 
litigation  has  been  resolved.   The  significant  delays  caused  by  this  process  mean  that  if  there 
were  inappropriate  procedures  or  a  "bad  audit,"  discovery  of  the  facts  and  related  discipline 
is  delayed  well  beyond  the  period  in  which  it  would  be  useful  in  deterring  other  audits  or 
auditors. 

We  strongly  support  the  provisions  included  in  S.1976  establishing  a  Self-Disciplinary 
Organization.    An  SDO.  as  proposed  in  the  Senate  legislation,  could  conduct  timely 
investigations  of  the  complex  matters  that  often  are  the  subject  of  class  action  securities  suits 
against  accountants.    Additionally,  such  a  system  would  impose  appropriate  punishment  in 
cases  of  audit  failure  including  fines  and  sanctions  against  the  accounting  firm.   This  kind  of 
SDO  will  further  strengthen  and  improve  our  capital  markets. 

Auditors  must  try  to  detect  fraud,  but  only  management  and  the  board  of  directors  can 
prevent  it.   Improved  means  of  prevention  are  clearly  needed.    Although  a  number  of 
recommendations  have  been  made  over  the  years  to  improve  corporate  governance  and 
minimize  the  incidence  of  fraudulent  fmancial  reporting,  much  remains  to  be  done.    Our 
profession  has  called  for  new  initiatives  to  enhance  corporate  governance  in  four  areas: 

•  Public  companies  should  be  required  to  have  independent  audit  committees 
whenever  practicable. 

•  Those  audit  committees  should  report  on  their  responsibilities  and  describe 
how  they  were  discharged  in  the  company's  annual  report  to  shareholders. 

•  Management  of  public  companies  should  report  on  the  effectiveness  of  the 
company's  system  of  internal  controls  and  that  report  should  be  accompanied 
by  an  auditor's  report  on  management's  assertions.    (The  accounting 
profession  endorsed  the  original  version  of  Congressman  Wyden's  bill,  which 
would  have  implemented  this  requirement.) 
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•  Public  companies  should  be  prohibited  from  hiring  the  partner  responsible  for 

their  audit  for  one  year  after  the  partner  stops  serving  that  client. 

These  measures  are  essential  if  we  --  Congress,  regulators,  companies,  and  auditors  --  wish 
to  improve  the  fmancial  reporting  system. 

There  is  one  other  measure  that  is  critical  to  the  operation  of  our  financial  reporting 
system    -  and  to  our  capital-market  process  as  a  whole.    The  federal  private  securities 
litigation  system  needs  reform.    The  six  largest  accounting  firms,  which  audit  more  than 
90%  of  our  nation's  public  companies,  are  facing  a  severe  litigation  crisis.    Together,  the  six 
firms  are  paying  almost  12%  of  their  audit  revenues  as  a  result  of  the  current  litigation 
system.    Our  liability  burden  is  more  than  5  times  that  of  the  manufacturers  seeking  product 
liability  relief. 

In  fact,  the  accounting  profession  faces  a  liability  burden  unmatched  by  almost  any 
other  sector  of  our  economy  with  the  possible  exception  of  small  frame  aiiplane 
manufacturers,  an  industry  that  no  longer  exists  in  America.    Congress  is  on  the  verge  of 
passing  legislation  that  specifically  addresses  that  crisis. 

You  may  have  read  recently  that  accounting  firms,  including  the  largest  firms,  have 
adopted  or  are  in  the  process  of  adopting  a  new  form  of  organization  called  the  "Limited 
Liability  Partnership" .    Some  of  our  critics  will  claim  that  this  organizational  form  solves,  or 
significantly  reduces,  the  liability  problems  that  we  are  discussing  here  today.    That  simply  is 
not  tnie. 

As  a  limited  liability  partnership,  an  accounting  firm  remains  liable  for  the  acts  of  all 
of  its  partners  and  employees  to  the  full  extent  of  its  financial  resources,  including  all  capital 
put  into  the  firm  by  the  partners,  all  assets  of  the  firm,  and  whatever  insurance  is  available. 
In  addition,  the  personal  assets  of  any  partner  responsible  for  the  liability  of  the  firm  in  the 
particular  matter,  as  well  as  the  personal  assets  of  other  partners  that  he  or  she  may  have 
supervised,  remain  at  risk  just  as  they  do  today.   The  only  change  is  the  limitation  of  claims 
against  the  personal  assets  of  those  partners  of  the  firm  who  had  no  involvement  in  the 
particular  maner  that  caused  the  liability  for  the  firm.  This  protection  for  uninvolved  partners 
relates  only  to  their  personal  assets  and  does  nothing  to  shield  the  firm  itself  from  its 
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obligations  should  there  be  a  lawsuit  that  exhausts  the  assets,  capital  and  insurance  of  the 
finn. 

Since  the  limitations  of  an  LLP  shield  only  the  personal  assets  of  uninvolved  partners, 
the  firm  itself  would  have  to  become  bankrupt  from  litigation  claims  before  the  individual 
partners  receive  any  protection.    Each  partner's  substantial  investment  in  the  firm  would 
therefore  be  lost.    The  limitation  for  the  personal  assets  of  the  uninvolved  partners  in  an  LLP 
is  actually  less  in  total  than  what  exists  today  for  other  businesses  that  are  allowed  to 
organize  and  operate  as  corporations,  professional  corporations  and  Limited  Liability 
Companies. 

While  the  movement  toward  limited  liability  partnership  will  provide  some  measure  of 
relief  to  our  partners  and  their  families  -  safeguarding  their  homes  and  college  funds  -  it 
will  not  keep  our  Firms  and  the  auditing  profession  financially  viable  to  serve  the  capital 
markets.    Only  reform  of  the  IOb-5  litigation  system  by  Congress  can  do  that. 

We  believe  the  evidence  is  clear  that  this  system  undermines  the  purpose  of  Rule  10b- 
5,  which  is  to  deter  fraud,  encourage  truthful  disclosure,  punish  false  disclosure  and 
compensate  victims  of  fraud.    As  Congressman  Tauzin  pointed  out  in  your  earlier  hearing, 
the  system  not  only  fails  to  compensate  real  victims  of  fraud  but  deters  disclosure  of  usefiil 
information  to  investors. 

I  would  like  to  focus  on  the  perverse  role  of  joint  and  several  liability  in 
compounding  the  problems  of  lOb-5  litigation.   Too  often  each  year  I  face  an  alarming 
choice  - 1  must  decide  between  risking  the  future  of  my  firm  in  a  trial  involving  complex 
auditing  issues  or  capitulating  to  the  coercive  tactics  of  a  plaintiffs'  lawyer. 

Let  me  explain  how  the  situation  typically  arises.    One  of  our  audit  clients,  frequently 
a  high-technology  or  high-growth  client  for  which  we  receive  an  audit  fee  in  the  range  of 
$50-100,000.  either  completely  fails  or  suffers  a  precipitous  drop  in  its  market  value.   That 
failure  or  loss  in  value  usually  has  nothing  to  do  with  intentional  fraud  or  with  deficiencies  in 
financial  statements. 

If  the  preconditions  for  a  lawsuit  are  met  -  a  potential  damages  "pot"  large  enough  to 
support  a  healthy  attorneys'  fee  for  the  plaintiffs'  lawyers  and  an  announcement  of  "bad 
news"  by  the  company  that  can  be  characterized  as  correcting  some  earlier  statement  (or  an 


203 


announcement  that  can  be  depicted  as  coming  too  late)   -  the  odds  are  overwhehning  that  a 
plaintiffs'  lawyer-inspired  class  action  suit  will  be  filed  within  hours  or  days.    The  complaint 
will  recite  boilerplate  language  charging  management,  underwriters,  outside  directors, 
lawyers  and  accountants  with  liability  often  in  the  hundreds  of  millions  of  dollars. 

We  are  joined  in  the  suit  because,  along  with  the  directors  &  officers  insurance,  we 
are  viewed  as  a  "deep  pocket"  whose  supposed  resources  make  the  litigation  financially 
worthwhile  to  the  plaintiffs'  lawyers  -  especially  when,  as  frequently  occurs,  the  company 
itself  is  in  fiscal  difficulty  or  bankrupt.   These  lawyers  understand  that  as  long  as  they  can 
get  past  a  motion  to  dismiss  —  which,  unfortunately,  is  no  great  task  in  this  area  of  the  law  — 
they  have  a  fairly  good  chance  of  coercing  me  to  settle  the  case  to  cover  not  only  their 
attorneys'  fees  but  an  amount  beyond  that  in  order  to  rid  my  firm  of  the  risk  of  great 
financial  liability  and  all  of  the  burdens  and  uncertainties  that  accompany  this  massive 
litigation. 

At  the  core  of  this  entire  process  is  the  comfort  the  plaintiffs'  lawyers  take  from  the 
doctrine  of  joint  and  several  liability,  which  makes  my  firm  liable  for  all  of  the  damages  in 
the  case,  notwithstanding  our  peripheral  role,  if  any,  in  the  failure. 

In  this  all-too-common  example,  not  only  is  our  role  peripheral,  but  we  face  the 
virtual  assurance  that  we  will  not  be  effective  in  explaining  our  responsibilities  under  GAAP 
and  GAAS  to  the  judge  and  jury.   What  we  do  and  how  we  are  required  to  do  it  are 
complex,  technical,  and,  to  laymen,  complicated  and  arcane  activities.    No  matter  what  the 
facts,  the  complexity  of  the  issues  alone  creates  for  us  an  additional  element  of  risk  that  we 
must  consider  whenever  we  are  joined  in  a  lOb-5  suit. 

The  "generally  accepted  accounting  principles"  ("GAAP")  with  which  the  client's 

fmancial  statements  must  comply  are  not  exact  but  rather  are  guidelines  subject  to  judgment 

and  interpretation.    For  that  reason,  as  the  leading  auditing  treatise  explains, 

"accounting  principles  often  require  interpretation  and  the  application  of 
judgment  before  they  can  be  applied  to  specific  transactions  and  other  events 
and  circumstances,  and  reasonable  preparers  of  financial  statements  and 
auditors  can  disagree  about  those  interpretations  and  judgments.   In  effect,  the 

established  criteria'  of  generally  accepted  accounting  principles  against  which 
fmancial  statement  assertions  are  evaluated  are  sometimes  less  than  completely 

established.'" 

J.  Sullivan,  R.  Gnospelius,  P.  Defliese  &  H.  Jaenicke,  Montgomery's  Auditing  19  (1985). 
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In  order  to  develop  an  opinion  whether  the  client's  financial  statements  comply  with  GAAP, 
the  auditor  obviously  caimot  reconstruct  every  transaction  that  the  company  entered  into  over 
the  period  covered  by  the  audit  and  apply  the  appropriate  GAAP  standard.    Nor  can  it 

independently  value  every  one  of  the  client's  assets  and  liabilities.    Auditors  test  their  client's 
transactions  on  a  selective  basis.   They  cannot  and  do  not  test  all  transactions. 

The  "generally  accepted  auditing  standards"  ("GAAS")  promulgated  by  the  AICPA 
prescribe  the  principles  to  be  applied  when  examining  the  client's  financial  records  before 
rendering  an  opinion  regarding  the  client's  financial  statements.    These  standards,  also,  leave 
considerable  room  for  the  exercise  of  professional  judgment.   They  are  written  in  the  most 
general  terms,  requiring  "[d]ue  professional  care"  (in  the  third  general  standard), 
"adequate[]"  planning  (in  the  first  standard  of  field  work),  "proper  study  and  evaluation"  (in 
the  second  standard  of  field  work),  "sufficient  competent  evidential  matter"  (in  the  third 
standard  of  field  work),  and  so  on.   The  requirements  of  GAAS  in  a  particular  case  can  be 
ascertained  only  by  applying  an  informed  professional  judgment  to  the  facts  at  hand. 

Conducting  an  audit  is  obviously  much  more  an  art  than  a  science.    As  one 
commentator  has  observed,  "the  process  is  far  from  mechanical.    Instead,  modem  audits  of 
complex  enterprises  require  accountants  to  make  numerous  judgments  about  the  proper 
characterizations  of  the  data  and  the  reliability  of  the  client's  accounting  systems."    Siliciano, 
Negligent  Accounting  and  the  Limits  of  Instrumental  Tort  Reform.  86  Mich.  L.  Rev.  1929, 
1962  n.l58  (1988).   One  authority  in  this  area  has  stated  that  "[fjrom  [the  public 
misperception  of  the  auditors  duties]  flows  an  erroneous  legal  supposition  that  [the  auditor's] 
responsibility  should  be  coextensive  with  that  of  the  client."   R.  Gormley,  The  Law  of 
Accountants  and  Auditors  1-23  (1981). 

Even  though  the  plaintiff  has  to  prove  that  we  are  "reckless"  in  performing  our 

professional  responsibility  in  order  to  prevail  under  lOb-5,  that  hurdle  in  practice  may  be 

easy  to  overcome.    As  former  SEC  Commissioner  Sommer  explained  to  the  Senate  last  year: 

Now  it's  a  debatable  question,  the  problem  of  recklessness 
versus  negligence  ....    And  that  very  confusion  about  the 
standards  that  are  applicable  in  an  appropriate  case  is  indicative 
of  why  you  have  the  problem  with  recklessness.    Very  often 
juries  tend  to  view  negligence  as  recklessness  because  the 
standard  is  an  elusive  one  .... 

What  Mr.  Sommer  describes  is   -  unfortunately   -  quite  typical  in  these  cases. 
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Let  me  return  to  my  example  and  describe  the  second  cruel  twist  the  current  litigation 
system  provides  for  solvent  defendants.    After  several  years  of  litigation,  we  leam  through 
discussions  with  the  other  defendants  or  through  plaintiffs"  attorneys  that  the  company  is 
either  banki^ipt  or  unavailable  to  pay  its  share  of  the  damages  claim.   I  am  then  faced  with 
an  offer  by  the  plaintiffs'  attorneys  either  to  settle  the  case  or  to  face  the  prospect  of  going  to 
a  jury  and  "betting"  my  firm  --  even  though  it  was  a  peripheral  party.    Of  course,  we  have 
already  spent  several  million  dollars  in  attorneys'  fees  and  other  expenses  by  this  point  and 
those  costs  would  continue  to  climb  at  a  rapid  rate. 

Even  though  our  attorneys  and  even  the  plaintiffs'  lawyers  recognize  that  we  were  not 
responsible  for  the  calamity  that  befell  this  company  and  its  shareholders,  the  plaintiffs' 
lawyers  know  I  am  reluctant  to  authorize  the  expendittire  of  several  million  more  dollars  in 
attorneys'  fees  and  expenses  to  go  to  trial.    In  the  end,  we  run  the  risk  of  having  to  pay  the 
full  amount  of  damages,  which  could  be  so  high  that  they  would  destroy  my  firm.   This  is 
the  heart  of  my  real-worid  calculation  --  the  practical  effect  of  joint  and  several  liability. 
Indeed,  in  one  case  of  which  I  am  aware,  plaintiffs'  counsel  began  a  settlement  conference 
by  admitting  that  the  claim  was  weak  but  said  that  the  accounting  firm  should  pay  a 
significant  amount  because  it  would  get  stuck  with  the  whole  judgment  if  the  case  went  to 
trial  (the  other  defendants  were  insolvent).     Faced  with  these  facts  I  have  little  choice:   I  am 
forced  to  settle  cases  in  which  I  believe  our  firm  did  nothing  wrong. 

I  should  explain  one  additional  factor  in  my  calculus:    we  have  virtually  no  outside 
insurance.    During  the  late  seventies  and  eariy  eighties,  public  accounting  firms  were  able  to 
obtain  insurance  in  the  commercial  markets  at  reasonable  costs.    As  a  result  of  the 
tremendous  growth  of  our  litigation  burden,  the  six  largest  firms  have  been  forced  into  a 
self-insurance  stnicttire  that  provides  essentially  no  outside  commercial  coverage  for 
professional  liability.   We  simply  have  pooled  our  own  risks.   I  would  like  to  submit  for  the 
record  a  more  detailed  explanation  of  our  virtual  foreclosure  from  the  commercial  insurance 
market. 

Unfortunately,  the  scenario  I  just  described  is  the  rule,  not  the  exception,  for  me  and 
my  counterparts  in  the  largest  accounting  firms.  We  are  the  favorite  targets  of  the  plaintiffs 
bar.   By  turning  a  lawsuit  into  a  "bet  the  firm"  case  with  a  potential  exposure  in  the  tens  or 
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hundreds  of  millions  of  dollars,  fiill  joint  and  several  liability  inflates  the  defense  costs  in 
these  cases  well  out  of  proportion  to  culpability,  if  any.  I  know  of  numerous  examples  in 
which  our  actual  responsibility,  if  any,  is  only  a  small  percentage,  yet  we  incurred  enormous 
defense  costs  to  avoid  liability  for  the  acts  of  others.     For  example,  a  $60  million  class 
action  was  settled  for  $1.3  million  (2%  of  the  claim);  the  defense  cost  to  the  accounting  frnn 
was  $2.5  million.    A  class  action  seeking  $100  million  was  settled  for  $480,000  (one-half  of 
one  percent  of  the  claim)  but  legal  fees  cost  the  accounting  firm  $5.4  million.   I  would  like 
to  submit  for  your  information  13  other  examples  supplied  to  our  counsel  by  the  large 
accounting  firms. 

Academics  and  other  independent  parties  have  demonstrated  that  accounting  firms  are 
frequent  targets  of  securities  suits  solely  because  of  their  perceived  deep  pockets.    For 
example,  the  Public  Oversight  Board  (chaired  by  former  SEC  Commissioner  Sommer) 
recently  reviewed  262  cases  examined  ana  closed  by  the  SEC  Practice  Section's  Quality 
Control  Inquiry  Committee  over  the  past  five  years  arising  from  the  audits  of  publicly  held 
companies.   The  Board  concluded  that  27%  of  these  cases  "were  considered  to  be  without 
foundation  on  their  face."   I  am  submitting  for  the  record  a  copy  of  Mr.  Sommer's  letter  to 
Senator  Dodd  summarizing  his  findings.    Similarly,  Zoe-Vonna  Palmrose,  an  Associate 
Professor  of  Accounting  at  the  University  of  Southern  California,  found  that  accountants  face 
almost  twice  as  many  weak  claims  as  non-auditor  defendants.    She  concluded  that  "the 
evidence  appears  to  support  auditors'  concerns  with  'unwarranted'  lawsuits  filed  against  them 
under  the  current  1934  Act  with  joint  and  several  liability."  I  am  submitting  a  copy  of  Ms. 
Palmrose's  study. 

The  National  Economic  Research  Associates  firm  found  that  the  "inclusion  of  law 
firms,  accounting  firms  or  underwriters  as  codefendants  adds  over  50  percent  to  the  expected 
value  of  a  shareholden  class  action.   This  finding  is  again  consistent  with  the  notion  that 
available  assets,  including  insurance,  are  a  major  factor  in  explaining  settlements."   I  submit 
a  copy  of  the  NERA  study  for  your  record  as  well. 

Plaintiffs'  lawyers  do  not  simply  target  so-called  "deep  pocket"  defendants  in  lOb-5 
suits;  they  also  have  a  strong  incentive  to  file  as  many  cases  as  possible  without  regard  to  the 
merit  of  the  underlying  claims.    Even  if  the  plaintiffs'  lawyer  does  not  obtain  a  large 
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settlement,  the  combination  of  the  defendants  high  legal  costs  and  its  potentially  mammoth 
exposure   -  under  joint  and  several  liability  --  creates  a  good  chance  that  the  plaintiffs' 
lawyer  will  gain  enough  of  a  settlement  to  make  a  profit  on  the  minimal  investment.   The 
system  is  just  like  a  state  lottery  --  although  hitting  the  jackpot  may  be  a  longshot,  the  cost  of 
a  lottery  ticket  is  small.   Indeed,  this  is  a  lottery  in  which  one  is  almost  always  a  winner  -  if 
not  of  the  grand  prize,  at  least  of  some  substantial  reward. 

It  is  this  dynamic  of  coercive  settlements  that  provokes  litigation  characterized  by  a 
high  volume  of  suits  unconnected  to  the  merits  of  the  claims.   The  only  way  to  have  a  real 
impact  is  to  change  the  "market  incentives"  that  now  motivate  plaintiffs'  lawyers.    Joint  and 
several  liability  is  the  principal  incentive  in  place  today.   We  must  force  plaintiffs'  attorneys 
to  focus  on  cases  with  merit  rather  than  simply  ones  in  which  we  are  joined  as  "deep 
pockets."    At  the  same  time,  we  need  to  be  able  to  fight  in  cases  where  we  did  nothing 
wrong.    Without  changing  joint  and  several  liability,  the  fundamental  economic  incentives, 
for  both  plaintiffs  and  defendants,  will  remain  the  same.    Reform  of  joint  and  several  liability 
will  deter  attempts  to  drum  up  lawsuits  against  "deep  pocket"  defendants,  while  retaining 
incentives  for  effective  private  enforcement  of  the  securities  laws. 

There  is  nothing  surprising  about  the  conclusion  that  joint  and  several  lies  at  the  heart 
of  this  litigation  system  gone  awry.    After  all,  many  members  of  Congress  have  concluded 
that  joint  and  several  liability  under  the  Superfund  statute  is  in  large  part  responsible  for  the 
torrent  of  wasteful  litigation  in  connection  with  that  program.    And  in  the  product  liability 
context,  reform  of  joint  and  several  liability  is  universally  recognized  as  the  means  for 
deterring  unjustified  suits  against  "deep  pocket"  defendants.    More  than  thirty  States  have 
enacted  reforms  of  this  type.   For  the  same  reasons,  reform  is  both  necessary  and  is 
appropriate  in  this  context  as  well. 

If  joint  and  several  liability  is  not  reformed,  both  the  accounting  profession  and 
investors  will  suffer.    Accounting  firms  are  responding  to  the  onslaught  of  litigation  by 
engaging  in  increasingly  aggressive  risk  management,  declining  to  provide  services  to 
potential  clients  --  such  as  new  companies  and  high-growth  companies  -  that  present  a  high 
"litigation  risk."   As  the  Supreme  Court  observed  in  the  Central  Bank  decision  earlier  this 
year,  "excessive  litigation  can  have  ripple  effects.    For  example,  newer  and  smaller 
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companies  may  find  it  difficult  to  obtain  advice  from  professionals.    A  professional  may  fear 
that  a  newer  or  smaller  company  may  not  survive  and  that  business  failure  would  generate 
securities  litigation  against  the  professional,  among  others."    114  S.Ct.  1439,  1454  (1994). 

Arthur  Bowman  (who  writes  for  an  independent  periodical  analyzing  the  accounting 
profession)  stated  in  the  Los  Angeles  Times  that  "recent  activity  appears  to  show  that 
accounting  firms  are  investigating  [clients]  more  closely."   He  went  on:  "It's  risk 
management.   These  firms  have  really  got  to  take  a  good  look  at  these  clients,  to  decide  if 
it's  worth  the  $100,(XX)  to  $500,(XX)"  in  a  gross  audit  fee  to  "risk  maybe  a  $2  million 
exposure  from  irate  shareholders."   In  fact,  Nfr.  Bowman  underestimated  the  potential 
exposure.    One  accounting  firm  was  sued  for  $2(X)  million  --  and  eventually  paid  a  $997,500 
settlement  and  $8.4  million  in  defense  costs  --  in  a  case  growing  out  of  an  audit  engagement 
that  carried  gross  fees  of  $91,000.    Another  class  action  seeking  $80  million  stemmed  from  a 
$30,000  audit  engagement;  it  was  settled  for  $2.5  million,  with  legal  fees  also  amounting  to 
$2.5  million. 

Given  these  realities,  it  is  not  surprising  that  a  survey  by  Accounting  Today  (another 
independent  publication)  found  that  the  six  largest  accounting  firms  are  aggressively 
winnowing  out  clients.    In  1992,  five  of  the  firms  showed  a  net  decrease  in  clients,  while  in 
1991  only  two  firms  had  a  reduction  in  clients.  Moreover,  a  similar  survey  by  Public 
Accounting  Report  found  that  in  1993,  the  six  largest  firms  together  experienced   -  for  the 
first  time  --  a  net  reduction  in  SEC  audit  clients.    The  survey  found  a  20  percent  excess  of 
losses  over  gains.    These  changes  are  a  direct  result  of  risk  management.    My  firm  alone 
refused  to  woric  on  50  initial  public  offerings  in  a  single  year  because  of  the  litigation  risk 
associated  with  those  assignments.    That  risk  is  very  high  -  one  recent  survey  found  that 
fiilly  62  percent  of  responding  entrepreneurial  companies  that  went  public  in  1986  had  been 
sued  by  1993.    The  survey  concluded  that,  if  historical  rates  of  lawsuit  activity  continue, 
"unprecedented  numbers  of  newly  public  companies  are  likely  to  be  sued  in  the  coming 
years." 

These  numbers  have  a  real  impact  on  the  financial  disclosure  system.   The  WaU 
Street  Journal  recently  reported  that  audit  fees  for  smaller  companies  could  increase  by  20  to 
30  percent  and  that  some  companies  already  are  having  difficulty  finding  auditors  at  prices 
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they  can  afford.   Increased  costs  and  diminished  access  to  public  accounting  services  hurt 
businesses,  investors,  and  the  American  economy.   As  the  Senate  Securities  Subcommittee 
staff  concluded  this  year  in  its  report  on  the  lOb-5  litigation  system.  "[w]amings  by  the 
profession  that  major  accounting  firms  may  pull  back  from  auditing  newer  companies,  or 
may  charge  substantial  risk  premiums  for  such  audits,  could  have  serious  implications  for  the 
ability  of  such  companies  to  gain  access  to  the  capital  markets.   This  in  turn  could  hurt  job 
creation  or  the  ability  of  certain  industries  to  compete  in  global  markets."   Some  of  the 
Nation's  most  exciting  growth  companies  are  becoming  increasingly  unattractive  clients  for 
the  accounting  profession. 

Similarly,  as  a  result  of  litigation  risk,  accounting  firms  have  great  difficulty 
attracting  and  retaining  high-quality  personnel.    In  one  study,  fear  of  legal  liability  was  cited 
as  a  reason  for  leaving  an  accounting  firm  by  one-third  of  departing  managers  and  half  of  all 
partners.      A  second  survey   -  of  current  partners  of  the  six  largest  firms   -  reached  a 
similar  conclusion,  fmding  that  high  capital  contribution  and  litigation  risk  were  the  number 
one  reason  why  the  profession  is  a  less  attractive  career  choice  today.   I  submit  both  of  these 
studies  for  your  record.  Arthur  Bowman  has  observed  that,  because  of  the  liability  situation, 
"[a]  lot  of  qualified  young  people  are  afraid  to  get  into  this  business."   He  continued:  "[t]hey 
are  not  sure  what  future  it  has  for  them.   I  see  a  lot  of  qualified  professionals  leaving  the 
business  for  the  same  reason."    The  comments  of  one  former  partner  in  Laventhol  & 
Horwath  (the  large  firm  that  went  bankrupt  in  large  part  because  of  its  litigation  burden)  are 
typical:  "I  don't  want  to  associate  with  a  firm  that  does  auditing.   I  don't  care  how  good  the 
finn  is  or  what  quality  control  it  has.   The  whole  profession  is  facing  a  time  bomb"  (this 
individual  established  his  own  consulting  firm  after  Laventhol's  demise). 

The  accounting  profession  appreciates,  Mr.  Chairman,  the  willingness  of  you  and 
your  colleagues  on  the  Subcommittee  to  address  the  issue  of  litigation  reform.    The  message 
I  want  to  leave  with  the  Subcommittee  is  that  in  the  real  world  in  which  we  confront  IOb-5 
lawsuits,  something  has  gone  wrong;  and  that  "something"  can  be  traced  to  the  role  joint  and 
several  liability  plays  in  prompting  litigation  and  forcing  settlements  that  bear  no  relation  to 
the  merits.   I  sincerely  hope,  Mr.  Chairman,  that  as  the  legislative  process  moves  forward, 
these  considerations  will  play  a  meaningful  part  in  the  Subcommittee's  deliberations. 
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Mr.  Markey.  Our  second  witness,  John  Lukomnik,  is  testifying 
on  behalf  of  Alan  Hevesi.  Mr.  Hevesi  was  elected  Comptroller  of 
the  City  of  New  York  in  November  of  1993  and  took  office  in  Janu- 
ary of  this  year.  Prior  to  being  elected  Comptroller,  Mr.  Hevesi 
served  for  almost  two  decades  as  a  member  of  the  New  York  State 
Assembly. 

We  welcome  you  before  the  subcommittee,  Mr.  Lukomnik. 

STATEMENT  OF  JON  LUKOMNIK 

Mr.  Lukomnik.  Mr.  Chairman,  Representative  Fields,  and  other 
members  of  this  committee,  I  do  appreciate  the  opportunity  to  tes- 
tify here  today.  Comptroller  Hevesi  would  have  been  here  person- 
ally but  for  a  personal  matter  that  could  not  be  rescheduled.  He  is 
interested  in  this  matter. 

It  is  his  intention,  with  the  permission  of  the  Chair,  to  submit 
written  testimony  to  the  subcommittee  amplifying  the  statements 
I  make  today. 

Comptroller  Hevesi  is  the  custodian  and  asset  manager  of  some 
$49  billion  in  pension  funds,  including  approximately  $27  billion  in 
American  equities.  That  money  is  invested  not  for  some  hypo- 
thetical reason  but  to  ensure  the  retirement  security  of  227,000  re- 
tirees and  another  138,000  vested  employees. 

As  Professors  Coffee  and  Alexander  suggested  earlier,  we  are  in 
a  position  to  add  value  to  the  debate  over  the  issues  concerning  se- 
curities fraud  litigation.  Investors  are  the  only  people  who  both  pay 
for  securities  fraud  settlements,  the  moneys  come  from  the  assets 
of  the  companies  we  own,  and  get  paid.  The  New  York  City  funds 
for  the  fiscal  year  ended  June  30th  received  $1.5  million  in  settle- 
ment money. 

I  believe  that  there  are  indeed  problems  with  the  current  system, 
but  that  the  problems  can  be  solved  without  resorting  to  draconian 
remedies.  Indeed,  particularly  after  hearing  the  first  panel  this 
morning,  I  think  there  is  near  universal  agreement  as  to  the  goals 
of  the  securities  litigation  system. 

If  the  suit  is  filed,  it  should  be  to  redress  a  legitimate  wrong.  If 
a  company  pays  a  settlement,  it  should  be  because  the  company  did 
something  wrong.  If  an  injured  investor  sues,  that  investor  should 
get  more  than  a  few  cents  on  the  dollar. 

I  think  it  fair  to  say  that  the  views  I  express  today  are  held  by 
a  majority  of  investors.  Let  me,  as  evidence  of  that,  quote  from  a 
letter  recently  signed  by  10  pension  fund  trustees,  including  Comp- 
troller Hevesi,  and  sent  to  Senators  Dodd  and  Domenici  to  applaud 
their  attempt  to  refocus  the  system  on  meritorious  lawsuits. 

The  trustees  stated,  "We  agree  that  the  current  system  is  not 
protecting  investors  and  needs  reform.  Under  the  current  system, 
defrauded  investors  are  receiving  too  little  compensation  while 
plaintiffs'  lawyers  take  the  lion's  share  of  any  settlement." 

To  be  honest,  I  am  not  sure  how  to  best  refocus  the  system  to- 
wards those  goals.  But  I  would  again,  echoing  Chairman  Levitt's 
comments,  urge  all  options  and  all  parties  to  work  together.  We  are 
spending  too  much  time  yelling  and  not  enough  time  listening  to 
each  other. 

Let  me  get  right  to  some  possible  solutions.  First,  Comptroller 
Hevesi  supports  lengthening  the  statute  of  limitations  in  security 
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fraud  cases  to  the  earlier  of  5  years  after  the  alleged  violation  or 
2  years  after  the  violation  was  discovered  or  should  have  been  dis- 
covered. The  current  1/3-year  rule  set  forth  in  the  Supreme  Court's 
Lampf  decision  is  too  restrictive.  Securities  fraud  is  often  difficult 
to  detect  and  may  be  ongoing  for  many  years  until  it  is  discovered. 

Second,  I  strongly  suggest  that  this  committee  look  at  the  use  of 
alternative  dispute  resolution  procedures  to  reduce  the  cost  of 
suits.  Far  too  much  money  is  being  paid  to  lawyers  and  far  too  lit- 
tle to  aggrieved  parties.  The  SEC  uses  s^^^h  procedures  in  many 
other  venues.  It  could  easily  be  applied  to  this. 

Similarly,  my  third  recommendation  is  to  tie  the  award  of  the 
plaintiffs  counsel  to  the  percentage  of  the  amount  of  damages  in 
prejudgment  interest  actually  recovered  by  investors  as  a  result  of 
that  counsel's  efforts.  With  studies  showing  that  investors  receive 
on  average  6  to  14  cents  on  the  dollar  of  investor  loss,  I  believe  the 
system  of  billing  based  on  the  labor  cost  of  an  attorney's  time  is 
just  not  working  for  investors  and  security  fraud  litigation.  Possibly 
this  committee  could  also  consider  some  type  of  cap  on  fees  to  avoid 
windfalls  under  a  percentage  recovery  system. 

Fourth,  we  must  find  a  way  to  end  the  race-to-the-courthouse 
syndrome.  Lead  plaintiffs  counsel  should  not  be  designated  merely 
because  he  or  she  is  the  fastest  messenger  of  service  in  town.  One 
way  might  be  for  the  pleading  in  these  suits  to  be  more  particular- 
ized and  for  lead  counsel  status  to  be  assigned  based  on  the  quality 
of  the  investigation. 

I  am  aware  that  pleading  for  particularity  poses  issues  related 
to  information  gathering  prior  to  discovery.  But  I  am  not  a  lawyer. 
I  am  an  investor.  I  know  the  databases  out  there.  I  know  the  public 
information  that  is  out  there.  It  is  possible,  I  believe,  to  do  a  pre- 
liminary investigation  which  would  lend  some  degree  of  particular- 
ity to  the  pleadings, 

I  am  not,  however,  wed  to  that  as  a  way  to  end  the  race  to  the 
courthouse.  Other  ways  of  slowing  that  race,  including,  for  exam- 
ple, a  mandatory  waiting  period  for  case  consolidation  with  lead 
counsel  designated  who  will  file  within  that  period  are  worth  con- 
sidering. 

Finally,  I  favor  improved  disclosure  of  the  settlement  notices. 
Such  notices  should  include  the  amount  of  potential  damages,  the 
amount  of  the  settlement,  the  amount  of  settlement  to  go  to  inves- 
tors, the  amount  to  go  to  plaintiffs  counsel,  the  amount  to  defend- 
ant's counsel,  and  all  other  expenses  to  be  paid  out  of  the  settle- 
ment. 

Again,  I  thank  you  for  this  opportunity  to  testify.  I  regret  that 
Comptroller  Hevesi  could  not  be  here  personally.  I  look  forward  to 
answering  any  questions. 

[The  prepared  statement  of  Jon  Lukomnik  follows:] 

Statement  of  Jon  Lukomnik,  Deputy  Comptroller,  City  of  New  York 

Chairman  Markey,  Representative  Fields,  honored  members  of  this  committee:  I 
greatly  appreciate  the  opportunity  to  testify  before  you  today. 

I  am  Jon  Lukomnik,  Deputy  Comptroller  for  pensions  of  the  City  of  New  York. 
Comptroller  Alan  Hevesi  would  have  oeen  here  personally,  but  for  a  personal  matter 
that  could  not  be  rescheduled.  It  is  his  intention  to  submit  written  testimony  to  this 
subcommittee  amplifying  the  statements  I  make  today.  Comptroller  Hevesi  is  the 
custodian  and  asset  manager  of  some  $49  billion  in  pension  funds,  including  ap- 
proximately $27  billion  in  American  equities.  That  money  is  invested  to  insure  the 
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retirement  security  of  227,000  retirees  and  138,000  vested  employees.  I  am  the 
Comptroller's  representative  to  the  pension  systems  and  oversee  the  day-to-day  in- 
vestment functions.  I  also  serve  as  a  trustee  on  four  defined  benefit  pension  systems 
and  one  defined  contribution  system,  and  I  am  a  member  of  the  Executive  Commit- 
tee of  the  Council  of  Institutional  Investors,  whose  members  invest  nearly  two- 
thirds  of  $1  trillion  on  behalf  of  millions  of  retirees  and  active  workers. 

Institutional  investors  are  uniquely  positioned  to  add  value  to  the  debate  over  is- 
sues concerning  securities  fraud  litigation.  Investors  are  the  only  people  who  both 
pay  for  securities  fraud  settlements — the  moneys  come  from  the  assets  of  companies 
we  own — and  get  paid.  I  believe  that  there  are,  indeed  problems  with  the  current 
system,  but  that  tnese  problems  can  be  solved  without  resorting  to  draconian  rem- 
edies. Indeed,  I  think  there  is  near  universal  agreement  on  the  goals  of  the  securi- 
ties litigation  system:  If  a  suit  is  filed,  it  should  be  to  redress  a  legitimate  wrong. 
If  a  company  pays  a  settlement,  it  should  be  because  the  company  did  something 
wrong.  If  an  injured  investor  sues,  that  investor  should  get  more  than  a  few  cents 
on  the  dollar.  I  think  it  is  fair  to  say  that  the  views  I  express  today  are  held  by 
a  majority  of  institutional  investors. 

As  evidence,  let  me  quote  from  a  letter  a  group  of  10  pension  fund  trustees,  in- 
cluding Comptroller  Hevesi,  recently  wrote  to  Senators  Dodd  and  Domenici  to  ap- 
plaud their  attempt  to  refocus  the  system  on  meritorious  lawsuits.  The  trustees 
stated  "we  agree  that  the  current  system  is  not  protecting  investors  and  needs  re- 
form. Under  the  current  system,  defrauded  investors  are  receiving  too  little  com- 
pensation, while  plaintiffs'  lawyers  take  the  lion's  share  of  any  settlement." 

To  be  honest,  I  am  not  sure  how  best  to  do  this.  But  I  urge  all  parties  to  work 
together,  considering  all  possible  options,  to  reform  the  system,  so  that  it  truly 
serves  investors.  Basically,  I  agree  with  SEC  Chair  Arthur  Levitt  that  the  pro- 
ponents and  opponents  of  H.R.  417  and  S.  1976  are  not  spending  enough  time  lis- 
tening to  each  other. 

Because  I  only  have  5  minutes,  let  me  skip  a  listing  of  the  troubling  issues  and 
get  right  to  some  of  the  solutions. 

First,  Comptroller  Hevesi  supports  lengthening  the  statute  of  limitations  in  secu- 
rities fraud  cases  to  the  earlier  of  5  years  after  the  date  of  the  alleged  violation  or 
2  years  after  the  violation  was  discovered  or  should  have  been  discovered.  The  cur- 
rent 1-year,  3-year  rule  set  forth  in  the  Supreme  Court's  1991  Lampfv.  Gilbertson 
decision  is  too  restrictive.  Securities  fraud  is  often  difficult  to  detect  and  may  be  on- 
going for  many  years  before  it  is  discovered. 

Second,  I  strongly  suggest  that  this  committee  look  at  the  use  of  alternative  dis- 
pute resolution  procedures  to  reduce  the  cost  of  suits.  Far  too  much  money  is  being 
paid  to  lawyers  and  far  too  little  to  the  aggrieved  parties. 

Similarly,  my  third  recommendation  is  to  tie  the  award  to  plaintiffs  counsel  to 
the  percentage  of  the  amount  of  damages  and  prejudgment  interest  actually  recov- 
ered by  investors  as  a  result  of  that  counsel's  efforts.  With  studies  showing  that  in- 
vestors receive,  on  average,  6-14  cents  on  the  dollar  of  investor  losses,  I  believe  the 
system  of  billing  based  on  the  labor  cost  of  an  attorneys  time  is  just  not  working 
for  plaintiffs  in  securities  fraud  litigation.  Possibly  this  committee  could  also  con- 
sider some  type  of  cap  on  fees  to  avoid  windfalls  under  a  percentage  recovery  sys- 
tem. 

Fourth,  we  must  find  a  way  to  end  the  "race  to  the  courthouse".  Lead  plaintiffs' 
counsel  should  not  be  designated  merely  because  he  or  she  has  the  fastest  mes- 
senger service  in  town.  One  way  might  be  for  the  pleading  in  the  suits  to  be  more 
"particularized"  and  for  lead  counsel  status  to  be  assigned  based  on  the  quality  of 
the  investigation.  While  pleading  fraud  with  particularity  poses  issues  related  to  in- 
formation gathering  prior  to  discovery,  as  an  investor  I  believe  that  the  amount  of 
information  now  available  through  various  databases  is  adequate.  I  am  not,  how- 
ever, wed  to  pleading  with  particularity.  Other  ways  of  slowing  the  race  to  the 
courthouse,  including  a  manaatorv  waiting  period  for  case  consolidation,  with  lead 
counsel  designated  from  all  who  file  within  that  period,  are  worth  considering. 

Finally,  I  favor  improved  disclosure  in  the  settlement  notices.  Such  notices  should 
include  the  amount  of  the  potential  damages,  the  amount  of  the  settlement,  the 
amount  of  the  settlement  to  go  to  investors,  the  amount  to  go  to  plaintiffs'  counsel, 
the  amount  to  go  to  defendant's  counsel,  and  all  other  expenses  to  be  paid  out  of 
the  settlement. 

Again,  I  thank  you  for  this  opportunity  to  testify,  and  regret  that  Comptroller 
Hevesi  could  not  be  here  personally.  I  look  forward  to  answering  your  questions. 

Mr.  Markey.  Thank  you,  sir,  very  much.  We  appreciate  your 
coming  in  his  stead. 
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Next,  Stephen  Smith  is  General  Counsel  for  Exab)^e  Corporation 
based  in  Boulder,  Colorado.  In  September  of  1992,  following  news 
that  Exabyte's  stock  price  had  dropped  by  38  percent  in  one  day, 
the  company  was  named  in  eight  shareholder  class  actions. 
Exabyte  defended  the  case  vigorously  and  succeeded  in  having  it 
dismissed  9  months  later. 

We  look  forward  to  your  testimony,  sir. 

STATEMENT  OF  STEPHEN  F.  SMITH 

Mr.  Smith.  Thank  you,  Mr.  Chairman,  members  of  the  sub- 
committee. It  is  great  to  be  here  to  give  another  glimpse  of  the  real 
world.  Unlike  the  panelists  this  morning,  I  am  also  very  plugged 
into  the  issue.  I  am  not  detached  in  any  way.  So  whether  that  en- 
hances my  credibility  of  my  testimony  or  detracts  of  it,  you  can  be 
the  judge  of  that,  please. 

As  you  indicated,  Mr.  Chairman,  Exab3^e  was  sued  in  1992,  the 
third  quarter  of  that  year.  It  was  an  earnings  disappointment  case, 
essentially.  We  publicly  announced  2  weeks  before  the  end  of  that 
quarter  that  the  results  for  that  quarter  would  be  less  than  the  an- 
alysts' expectations  at  that  time.  The  stock  dropped  roughly,  rough- 
ly 38  percent,  as  you  mentioned,  Mr.  Chairman,  and  2  days  later 
we  were  hit  with  the  first  of  eight  complaints. 

These  are  eight  suits  filed  by  eight  different  law  firms.  Some  in- 
teresting characteristics  about  those  complaints,  number  one,  they 
all  looked  the  same,  pretty  much.  In  fact,  three  of  them  had  the 
same  typographical  errors.  I  don't  want  to  dwell  on  that  too  much, 
but  the  point  I  am  making  here  is  that  it  is  a  nil  kind  of  process, 
at  least  from  my  perspective. 

Number  two,  all  the  allegations  in  those  complaints  were  pretty 
conclusory.  I  didn't  see  any  factual  statements,  anything  I  was  ter- 
ribly embarrassed  about,  from  a  factual  standpoint.  But  the  words 
were  pretty  horrible — fraud,  the  normal  litany  of  allegations  in  a 
lOb-5  suit. 

The  effect  was  rather  profound  on  the  company.  If  these  are  con- 
sidered routine  items,  another  day  in  the  life  of  the  plaintiffs  coun- 
sel, it  turned  our  company  upside  down.  That  is  what  I  would  like 
to  share  with  you  to  give  you  the  sense  of  what  it  is  like  to  be  sub- 
ject to  one  of  these  actions  here.    ^ 

Immediately,  of  course,  the  press  picked  up  the  issue,  and  most 
people  don't  understand.  We  are  all  steeped  in  these  securities  laws 
here.  We  know  what  is  going  on  by  and  large.  But  most  people  in 
Boulder,  Colorado,  80  percent  when  they  hear  the  word  "fraud" 
they  think  of  larceny  in  the  heart  and  malice  of  forethought.  They 
don't  put  it  in  the  context  of  what  these  suits  are  all  about. 

The  headlines,  "Exabyte  accused  of  fraud,  eight  times,"  or  "eight 
times  Exabyte  was  accused  of  fraud."  It  doesn't  play  well  in  the 
local  community,  as  I  am  sure  you  can  understand. 

The  next  thing  was  trying  to  basically  address  the  same  issue  of 
our  partners.  We  have  a  number  of  Asian  partners — Sony  Corpora- 
tion, Kabota  Corporation.  They  don't  understand  this.  Sony  a  little 
more,  but  certainly  not  the  Kabota  joint  venture  partner  with  us, 
the  manufacturing  partner.  I  can  just  imagine  they  look  up  the 
word  "fraud"  in  their  English-Japanese  dictionary  and  they  blanch. 
They  can  understand  it,  but  it  was  definitely  a  real  problem  for  us. 
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The  same  issue  with  the  employees.  Most  of  the  employees  and 
their  families  don't  like  to  think  that  the  employees  are  working  for 
a  crook.  It  took  a  lot  of  hand  holding,  explanation  on  my  part  from 
the  CEO,  to  really  assuage  that  concern.  Eventually  we  won  the 
employees  over,  but  it  was  definitely  an  uphill  battle. 

My  role  as  General  Counsel  and  Director  of  Industrial  Relations, 
I  was  also  answering  a  few  phone  calls  from  shareholders,  as  you 
might  imagine — "I  put  my  trust  in  Exabyte  and  I  am  reading  that 
you  are  committing  fraud  out  there."  It  was  definitely  a  situation 
to  behold. 

My  interest,  besides  answering  the  phones  from  the  investors,  et 
cetera,  was  on  the  legal  side,  of  course.  I  had  one  interest  and  one 
interest  only  at  the  time  during  that  action,  and  that  was  to  get 
to  the  merits  as  soon  as  I  could.  I  instructed  our  outside  counsel 
to  do  whatever  we  could  to,  in  an  informal  way,  bestow  informa- 
tion, again  not  formal  discovery,  but  I  would  be  happy  to  give  a  cer- 
tificate of  completion,  whatever  else  was  necessary,  to  get  to  the 
bottom  line. 

We  offered  10  boxes  worth  of  documents,  things  like  all  the  direc- 
tors' reports,  the  monthly  directors'  reports,  the  sales  forecasts,  the 
trading  pattern,  et  cetera,  et  cetera.  I  guess  I  sort  of  felt  like  For- 
rest Gump  at  the  time.  I  said.  Gee,  if  I  offer  you  and  show  you 
what  went  on  here  with  a  certificate,  that  is  all  there  was,  perhaps 
we  can  get  to  the  bottom  of  this  thing,  and  I  think  we  could  con- 
vince you  and  you  can  take  your  legal  talents  elsewhere. 

That  really  did  not  go  anywhere.  We  were  hit  with  a  formal  doc- 
ument subpoena  shortly  thereafter.  And  on  top  of  that,  shortly 
after  that,  I  heard  from  our  lawyer's  number-two  customer,  one  you 
have  heard  about  before,  Microsystems,  who  had  been  hit  with  a 
document  subpoena. 

That  information  that  is  exactly  the  same  kind  of  information  we 
could  have  given  from  the  company.  And  I  just  felt  that  we  are  in 
a  different  ballgame  here.  This  is  not  my  normal  commercial  dis- 
pute problem  here  where  you  move  from  a  position-based  kind  of 
a  discussion  to  an  interest-based  discussion. 

It  became  very  apparent  finally  that  this  was  a  process-driven 
problem.  And  that  gave  me  a  great  amount  of  concern,  because  I 
thought  it  was  never  going  to  go  away  despite  our  best  efforts. 

Yes,  I  admit  that  we  were  extremely  fortunate,  we  did  prevail  in 
a  motion  to  dismiss  under  12b-6,  failure  to  state  a  claim.  But  as 
you  might  ask,  Why  are  you  here,  why  are  you  complaining,  Steve? 
Let  me  tell  you  about  a  lot  of  kind  of  ongoing  effects  of  these  suits. 

Number  one,  you  cannot  regain  your  virginity,  in  the  sense  that 
there  is  still  this  taint,  this  feeling  out  there.  Exabyte,  fraud,  there 
is  still  some  juxtaposition  of  the  words,  we  are  still  fighting  that, 
much  less  now  than  before,  but  it  is  still  a  factor. 

Number  two,  our  D&O  costs.  This  might  sound  like  a  trivial 
issue  to  you,  but  it  is  a  significant  amount  of  money  we  are  talking 
about  here.  Two  years  ago  we  were  spending  $233,000  a  year  for 
$10  million  in  D&O  coverage.  We  are  paying  $400,000  now.  Some 
of  that  is  not  related  to  this,  some  of  it  is  a  hardening  in  the  mar- 
ket, I  believe.  But  a  large  part  of  that  increase  is  because  we  had 
the  unfortunate  experience  of  being  sued  once  before. 
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Now,  let's  take  $400,000  from  the  perspective  of  the  investor  at 
this  point.  We  have  20  million  shares  occupying.  That  works  out 
to  2  cents  a  share  every  year  that  we  are  forced  to  pay  for  D&O 
coverage,  largely  in  my  opinion  to  finance  these  lOb-5  actions. 

Apply  the  normal  multiple,  you  find  in  a  high  tech,  let's  say,  15, 
20,  10  to  20  range,  you  are  talking  about  25  cents  a  share  effect 
on  the  stock  price  as  a  direct  result  of  our  D&O  costs  here.  So 
when  you  talk  about  maybe  there  aren't  a  lot  of  suits  out  there, 
whatever  the  right  number  is,  120,  we  are  all  paying  for  it. 

If  I  assume  that  every  company,  every  publicly  traded  company's 
shares  is  impacted  25  cents  a  share,  I  think  that  says  something 
and  suggests  that  there  a  pretty  broad  effect  in  all  of  this. 

Lastly,  the  disclosure.  You  mentioned  Groundhog  Day.  I  feel  like 
groundhog  year.  I  asked  myself  the  question,  if  I  had  faced  the 
same  facts,  I  am  facing  the  same  facts  next  year  as  I  had  in  the 
1992  arena,  knowing  what  happened  in  1992,  would  I  have  done 
anjrthing  differently  as  far  as  disclosure? 

Now,  the  right  thing  is,  the  answer  is  no,  I  would  not  be  doing 
anything  different  in  disclosure.  But  the  reality  is,  I  have  had  to 
shut  down  disclosure  to  some  extent.  We  rely  more  on  our  10(k)s, 
10(q)s.  We  cut  out  the  formal  report  our  company  gives.  I  felt  the 
opportunity  for  the  chit-chat  sort  of  format  in  that  quarterly  report 
could  end  up  creating  more  of  a  problem  than  the  benefits  of  com- 
municating that. 

So  we  have  cut  out  the  quarterly  report  except  to  just  do  the  for- 
mal press  release  now  every  quarter.  So  we  have  cut  back  to  the 
bare  bones  on  disclosure.  I  would  love  an  environment  where  I 
could  sit  down  and  write  a  document  similar  to  how  we  describe 
the  company  to  a  close  friend,  let's  say,  over  dinner,  about  here  is 
the  upside,  here  is  the  downside,  here  are  the  risks,  here — I  can't. 
My  disclosure  documents,  if  you  read  our  10(k),  are  pretty  down- 
side oriented. 

Mr.  Markey.  Could  you  summarize,  please? 

Mr.  Smith.  I  am  sorry.  So,  in  conclusion,  I  have  a  lot  more  to 
say  on  the  particular  subject,  we  can  do  it  in  Q&A,  but  I  feel  a 
mechanism  where  we  could  have  at  the  front-end  the  gateway  we 
talked  about  before,  some  sort  of  adult  supervision  there,  to  weed 
out  these  suits  versus  the  Crazy  Eddies,  because  Crazy  Eddie  is 
not  going  through  the  same  analysis  I  am  going  through,  I  guaran- 
tee it.  He  has  got  a  different  agenda.  For  those  who  are  honestly 
trying  to  do  the  right  thing,  some  way  we  can  preserve  our  rights. 

Thank  you. 

[The  prepared  statement  of  Stephen  F.  Smith  follows:] 
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TESTIMONY  OF 

STEPHEN  F.  SMITH 

GENERAL  COUNSEL  AND  DIRECTOR  OF  INVESTOR  RELATIONS 

EXABYTE  CORPORATION 


Chainnan  Maikey  and  Members  of  the  Subcommittee: 

Mr.  Chainnan,  I  am  Steve  Smith,  General  Counsel  of  Exabyte  Corporation.  Thank  you 
for  the  opportunity  to  share  some  thoughts  on  private  securities  litigation  reform. 

Exabyte  Corporation  was  wrongfully  sued  for  securities  fraud  in  late  1992.  However,  I 
appear  today  before  the  Subcommittee  not  as  a  victim.  My  interest  is  to  share  some  observations 
from  the  trenches  given  my  company's  own  experience  with  the  process.  I  hope  these  comments 
will  assist  you  in  your  future  deliberations. 

A  general  observation,  and  a  recurring  theme  throughout  my  testimony  today,  is  that 
private  actions  under  Rule  10(b)(5)  have  so  contaminated  the  securities  laws  that  the 
responsibilities  of  officers,  directors,  general  counsel  and  outside  advison  have  become  distorted 
and  abstract  Rule  10(b)(S)  has  become  a  circus  mirror  image  of  what  was  intended  by 
Section  10(b).  Right  has  become  wrong;  wrong  has  become  right;  and  the  cure  has  become  the 
disease.  The  effect  is  pervasive  and  reaches  well  beyond  the  specific  economic  distortions  arising 
from  the  "strike  suit"  phenomenon.   Restoration  of  a  meaningful  foimdation  is  essential. 

I  will  come  back  to  this  point  and  will  provide  a  number  of  specific  observations  after 
describing  Exabyte  and  our  case  experience. 

Exabyte  has  so  far  enjoyed  an  immense  amount  of  good  fortune  in  its  shon  life.  We  were 
founded  in  1985,  generated  our  first  revenue  in  1987,  went  public  in  1989  and  booked  $310 
million  in  revenue  in  1993.  We  are  debt-free  with  $80  nnillion  in  cash  and  employ  approximately 
1,(X)0.  We  have  appeared  in  the  top  25  of  America's  Fastest  Growing  Companies  (Fortime)  for 
the  past  three  years.  All  of  this  was  based  on  a  simple  idea:  the  adaptation  of  video  camcorder 
technotogy  to  data  storage  for  use  in  computer  back-up. 

A  proper  characterization  of  our  corporate  behavior  is  of  greater  backgroimd  significance. 
What  I'm  about  to  say  may  come  across  as  self-righteous  but  it's  true  and  it  is  relevant  I  joined 
the  company  as  general  counsel  a  few  months  prior  to  its  initial  public  offering.  One  of  my  IPO 
jobs  was  to  institute  condua  guidelines.    I  have  approached  the  Board  with  just  about  every 
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guideline  known  to  man:  implcmenation  of  automatic  "no-trade  zones"  for  directors,  officers 
and  70  other  employees  for  nearly  one  month  each  quarter,  prohibition  against  trading  the 
company's  public  derivatives  by  the  same  individuals;  establishment  of  a  shut-the-trading-window 
policy  at  other  times  where  diere  exists  material  inside  information;  communication  of  periodic 
insider  trading  memoranda  to  all  employees;  etc.  The  important  point  is  not  that  I  recommended 
such  guidelines.  The  important  point  is  that  never,  not  once,  have  the  Board  members 
collectively  or  individually  resisted,  questioned,  or  not  followed  their  implementation  in  any 
material  way.  How  have  these  guidelines  worked  in  practice?  A  look  at  our  trading  chart  for 
the  past  five  years  reveals  an  interesting  point  about  director  and  officer  stock  sales:  (1)  most 
D&O  sales  occur  shortly  after  the  announcement  of  the  previous  quarter's  results  and  after  our 
market  update;  and  (2)  a  hypothetical  investor  who  had  sold  company  stock  in  rhythm  with 
D&O  sales  would  generally  have  been  pretty  disappointed.  In  short,  while  I  don't  presume  to 
know  what  goes  on  in  every  board  room  in  corporate  America,  I  am  intimately  familiar  with 

what  goes  on  here.  The  operation  is  as  clean  as  I  know  how.  This  background  brings  us  to  the 
suits  in  question. 

The  cause  of  action  arose  out  of  the  company's  pre-announcement  in  mid-September  1992 
that  earnings  for  the  quarter  ending  two  weeks  hence  would  fall  short  of  the  then  street  estimate. 
The  facts  were  not  complicated.  Our  analysis  of  the  interim  financial  results  for  the  first  two 
months  of  the  quarter  revealed  some  revenue  weakness  in  our  higher-margin  sales  channels.  The 
reasons  for  this  weakness  were  not  clear  to  us  but  that  didn't  make  it  any  less  real.  We  prepared 
a  good  faith  financial  estimate  for  the  quarter  and  announced  an  expected  earnings  range.  The 
stock  dropped  $9  per  share  in  reaction.  The  actual  results  for  the  quarter  came  within  that  pre- 
announced  range. 

The  parade  of  lawsuits  commenced  two  days  after  our  pre-announcement  There  were 
several  interesting  features  in  these  eight  complaints.  First,  they  all  looked  the  same.  I  don't 
mean  they  all  stated  the  same  cause  of  action.  I  mean  they  all  looked  the  same;  some 
complaints  even  had  the  same  typographical  errors.  It's  as  if  there  were  a  computer  database 
ftom  hell  from  which  all  the  complaints  were  drawn.  Second,  the  complaints  were  all  pretty 
fuzzy.  Yes,  they  were  replete  with  citations  to  the  Securities  Exchange  Act  But  as  far  as  any 
factual  allegations,  I  honestly  couldn't  connect  the  complaints  with  any  wrongdoing.  To  be  sure. 
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there  were  quotes  galore  from  our  public  filings  and  speeches.  The  quotes  were  accurate  but 
inelevant;  further,  any  quotes  of  a  predictive  nature  had  turned  out  to  be  true.  The  third  feature 
was  the  allegation  of  insider  trading.  The  picture  these  complaints  painted  was  that  of  a  group 
of  executives  rubbing  their  hands  with  conspiratorial  glee  at  the  time  of  the  pre-announcement 
exclaiming,  "Well,  boys,  we  sure  got  out  of  the  stock  just  in  time."  The  fact  that  there  was  no 
selling  at  all  during  the  relevant  period  was  only  a  slight  inconvenience;  the  complaints  simply 

expanded  the  claim  period  to  an  artificial  fourteen  months.  This  class  period  was  downright 
ludicrous  in  the  context  of  the  allegations. 

Our  post- filing  discovery  experience  was  similar  to  that  of  other  companies  caught  up  in 
this  process.  And  it  is  a  process — one  could  almost  feel  the  discovery  machinery  starting  to 
grind.  Even  as  the  complaints  were  consolidated  into  a  single  action,  we  had  offered  to 
voluntarily  disclose  any  and  all  information  even  remotely  related  to  the  pre-announcement,  e.g., 
all  of  our  internal  financial  results,  plans  and  projections.  Their  response  was  a  yawn.  Instead, 
counsel  subpoenaed  documents  ft^om  outside  analysts  and  customers.  It  became  clear  that  the 
legitimate  search  for  the  truth  was,  at  best,  only  a  secondary  consideration;  the  important  thing 
was  the  process  and  the  attendant  pain.  No  wonder  over  90%  of  defendants  guilty  of  nothing 
more  than  suffering  a  stock  drop  agree  to  settle  their  cases  for  millions  of  dollars.  The  discovery 
process  itself  is  the  judicial  version  of  the  Bataan  death  march. 

We  were  fortunate  that  this  whole  mating  dance  never  got  past  the  first  embrace.  Our 
motion  to  dismiss  the  action  for  failure  to  state  a  claim  was  granted  last  year.  To  this  extent,  the 
course  of  our  action  deviated  from  the  typical  case  experience,  raising  the  point  "See,  the  process 
works  exactiy  like  it  should  ...  a  meritless  case  was  thrown  out".  The  most  eloquent  response 
to  that  view  ironically  was  made  by  Mr.  Leonard  Simon  of  Milberg,  Weiss,  et  al.  Referring  to 
the  Exabyte  case,  he  was  quoted  in  a  recent  magazine  article'"  on  the  subject  as  saying,  "In 
another  court,  it  might  very  well  have  gone  the  other  way".  Precisely.  And  that  is  the  problem. 
Plaintiffs'  counsel  play  a  percentage  game.  Plaintiffs  carry  most  of  the  judicial  presumptions 
during  the  pleadings  stage.  The  high  hurdle  for  a  defendant  usually  carries  the  case  through  the 
pleading  stage  and  into  discovery.   The  Rule  12(b)(6)  standard  of  dismissal  for  failure  to  state 


'"JuUe  Triedman.  CIbs  Wirfare.  The  Americm  Uwyer,  July/August  1994.  p.50.  55. 
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a  claim  is  formidable:  assuming  everything  stated  in  the  complaint  is  tme,  does  the  plaintiff  have 
a  cause  of  action?  Only  if  the  answer  is  "no"  does  the  defendant  prevail  under  this  rule. 
Compounding  the  problem  is  the  fact  that  a  number  of  allegations  are  pleaded  on  the  basis  of 
"knowledge  and  belief  but  without  citing  specific  wrongdoing.  Good  facts  are  not  enough  for 
a  defendant  to  prevail.  The  jurisdiction,  the  court's  backlog,  the  judge  and,  yes,  luck  are  all 
factors  as  well. 

Our  case  did  proceed  far  enough  to  get  a  glimpse  of  the  heart  of  darkness.  It  was  quite 
clear  that  these  actions  are  fundamentally  different  from  other  types  of  commercial  disputes. 
Other  cases  can  usually  be  moved  from  a  position-based  dispute  to  an  interest-based  resolution. 
Not  so  with  these.  Or,  more  precisely  stated,  the  interest  of  the  plaintiffs'  counsel  is  the  process 
for  the  process  provides  the  economic  leverage.  In  an  earnings  drop  case,  for  instance,  it  costs 
plaintiffs'  counsel  virtually  nothing  to  demand  a  copy  of  every  sales  order  diuing  the  class 
period.  It  costs  the  defendant  plenty  to  respond.  Had  counsel  shown  even  a  flicker  of  interest 
to  enter  into  a  meaningful  review  of  our  case,  I  probably  would  not  be  here  today.  They  are 
simply  not  so  motivated.  (I  should  mention  at  this  point  that  while  it  may  appear  as  though  I. 
am  attacking  plaintiffs'  counsel,  my  comments  are  directed  at  the  process.  Birds  fly,  fish  swim 
and  lawyers  sue  in  an  accommodating  legal  environment.  Plaintiffs'  counsel  apply  their 
considerable  skills  in  reacting  to  the  motivations  of  the  system.  The  legal  environment,  not 
counsel,  is  the  issue.) 

We  all  know  how  this  climate  has  developed.  Three  simple  U.S.  legal  principles  provide 
the  framewoik: 

1)  Class  Action:    Permits  the  plaintiff  to  bring  an  action,  representing  not  only  his  own 
interests  but  also  that  of  all  other  "similarly  situated"  individuals. 

2)  Contingent  Fee:  Permits  an  attorney  to  finance  an  action  and  receive  his  fee  in  part  or 
in  whole  as  a  proportion  of  the  aggregate  settlement  or  judgment. 

3)  Fraud-on-the-market:  A  purchaser  of  stock  on  the  open  market  need  not  prove  that  he 
himself  relied  on  a  representation  of  the  defendant  on  the  theory  that  the  representation 
affected  the  market  price  that  all  investors  paid  for  the  stock. 

These  three  doctrines,  perhaps  individually  laudable,  have  been  intertwined  and  morphed  into  a 
perversion.   The  class  action  and  contingent  fee  doctrines  together  permit  an  attorney  to  drive 
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and  finance  an  action  in  the  name  of  a  shareholder  who  may  hold  even  a  single  share  of  stock 
and  who  may  be  separately  motivated  through  a  bounty  payment  or  otherwise.  Add  the  fraud-on- 
the-market  doctrine  and  the  attorney  action  is  easily  brought  on  behalf  of  each  and  every 
shareholder  without  the  need  to  establish  that  the  shareholders  ever  regarded  representations  from 
the  company  in  the  purchase  of  shares.  The  class  becomes  virtually  self-defining.  Counsel's 
motivation  is  quite  obvious  once  counsel  is  viewed  as  entrepreneur  first  and  lawyer  second.  With 
only  a  minimal  investment  and  a  return  measured  as  a  large  percentage  of  the  aggregate 
settlement,  the  rettim  on  investment  is  quite  compelling. 

There  is  no  question  that  it  is  the  precipitous  stock  drop  that  drives  most  of  these  suits. 
Counsel  then  engages  in  a  stretching  exercise  to  try  and  tie  the  drop  to  some  misrepresentation. 
This  raises  a  simple  but  important  point.  It  is  the  nature  of  high  technology  companies  to  fall 
(and  rise),  sometimes  precipitously,  as  they  are  often  event-driven.  The  volatility  has  nothing 
to  do  with  lack  of  information.  Suppose  Company  X  faces  a  50%  chance  of  a  Good  Event 
which,  if  it  comes  to  pass,  means  the  stock  is  worth  $70  per  share.  Likewise,  Company  X  has 
a  50%  chance  of  facing  a  Bad  Event  which,  if  it  occurs,  means  the  stock  is  worth  $30  per  share. 
Everyone  knows  about  the  possibility  of  Good  Event  or  Bad  Event,  neither  of  which  has  yet 
occurred.   Chances  are  the  stock  is  trading  at  $50  per  share.   Now,  Bad  Event  occurs  and  the 

stock  drops  40%  to  $30.  The  drop  is  simply  a  manifestation  of  a  bet  that  went  bad.  Replace 
Good/Bad  Event  with  success/failure  of  a  clinical  trial  for  a  biotech  company  or  of  a  product 
introduction  for  a  high  technology  company,  or  a  higher/lower  earnings  surprise  for  anyone  and 
the  principle  holds. 

Congressman  Tauzin  could  well  have  been  talking  about  Exabyte  when  he  referred  in  the 
July  22,  1994  hearing  to  the  effect  of  these  actions  as  arsenic  in  the  well,  particularly  when  it 
comes  to  corporate  disclosure.  Our  '34  Act  disclosure  documents  are  so  loaded  with  downsides, 
caveats  and  qualifiers  that  they  have  lost  their  value  as  a  real  research  tool.  In  my  additional  role 
as  director  of  investor  relations,  I  have  the  opportunity  to  speak  with  many  current  and 
prospective  investors.  I  have  received  from  investors  a  total  of  two  questions  in  the  past  three 
years  on  something  in  a  '34  Act  filing.  The  disclosures  are  written  by  attorneys  for  anomeys. 
I  am  also  troubled  by  another  aspect.   Virtually  all  of  the  disclosures  relate  to  downside  risks. 
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Upside  references  are  kept  to  an  absolute  minimuni  lest  they  be  cited  as  a  misrepresentation 
should  the  event  not  come  to  pass  (notwithstanding  the  "no  assurance  can  be  given"  language). 
So  what  about  the  short  side  of  the  market?  One  person's  upside  is  another  person's  risk.  Will 
we  see  more  Rule  10(b)(5)  suits  on  sharp  stock  increases?  Will  we  next  migrate  to  some  sort 
of  bifurcated  disclosure  system:  one  highlighting  the  downside  risk  for  the  longs;  another 
highlighting  the  upside  "risk"  for  the  shorts?  There  are  no  workable  guidelines  in  many  of  these 
areas  but  Rule  10(b)(5)  private  actions  present  abundant  opportunity  for  second  guessing.  No 
wonder  companies  clam  up. 

The  issue  about  soliciting  directors  is  real.  We  recendy  recruited  a  pedigree  director  only 
after  agreeing  to  further  strengthen  the  company's  indemnification  agreement  (it  was  a  few  years 
out  of  date).  One  thing  led  to  another  and  we  ended  up  adding  a  line  of  credit  in  the  amount  of 
$300,(X)0  per  indemnitee  to  fund  legal  defense  costs  should  the  D&O  insurance  policy  along  with 

the  company  for  some  reason  not  be  in  a  position  to  respond  to  an  indemnification  claim.  This 
inclusion  was  specifically  established  in  reaction  to  the  private  actions. 

No  one  would  dispute  the  fact  that  there  are  some  instances  of  real  fraud  out  there.  There, 
are.  The  strike  suit  phenomenon  does  little,  if  anything,  to  address  those  few  real  fraud  cases. 
In  fact,  those  who  engage  in  real  fraud  are  often  beneficiaries  of  the  system.  Statistics  suggest 
that  most  of  these  cases  settie  and  that  the  setdement  amount  falls  within  a  relatively  narrow 
range,  i.e.,  the  good  guys  and  bad  guys  really  don't  fare  too  differently.  Yet,  for  a  few  cents  on 
the  dollar,  the  wrongdoers  enjoy  the  benefit  of  a  full  and  final  settlement,  cutting  off  their 
liability  as  to  any  later  cause  of  action. 

In  fact,  it  appears  that  there  is  a  perverse- sort  of  Newtonian  symmetry  at  work  here:  for 
every  exploited  meritless  action  there  is  an  equal  and  opposite  meritorious  action  not  fully 
executed.  Take  the  oft-cited  case  against  Prudential-Bache  Securities.  Beatrice  Gindea  invested 
$10,000  in  one  of  the  partnerships  and  recovered  $423.53  through  the  class  action  while  many 
of  those  who  "opted  out"  and  went  direct  recovered  more  than  100%  of  their  loss.  Class  actions 
do  not  address  the  cases  of  real  fraud.  Are  the  Crazy  Eddies  in  any  way  affected  by  the  prospect 
of  a  private  action?  I  don't  think  so. 

Only  those  somehow  beholden  to  the  plaintiffs'  bar  would  deny  there  is  a  need  for  real 
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reform  in  this  area.  I  fully  support  H.R.  417  and  can  directly  relate  most  of  its  provisions  to  our 
case  experience.  The  pleading  reforms,  the  provision  for  sanctions  and  fee-shifting,  modification 
of  joint  and  several  liability  and  the  establishment  of  a  class  representative  representing  the  real 
economic  interest  of  the  shareholders  would  likely  have  been  of  great  value  to  Exabyte  by 
changing  the  legal  and  economic  dynamics  of  the  case. 

There  may  be  other  effective  approaches  as  well.  One  of  the  possibilities  deals  with  the 
claims  certification  process  and  damage  calculation.     In  today's  environment,  the  class  is 

presumed  to  be  every  shareholder  and  damages  are  presumed  to  be  the  aggregate  loss.  One  of 
the  ironies  at  work  here  is  that,  while  these  cases  are  about  good  disclosure,  the  abysmal 
disclosure  is  between  plaintiffs'  counsel  and  the  class.  Shareholders  are  not  informed  in  any 
meaningful  way  as  to  the  substance  or  merits  of  a  claim  or  the  re<u  financial  effects  of  the  typical 
settlement.  I'd  maintain  that  relatively  few  properly  informed  shareholders  would  support  most 
actions.  A  requirement  for  meaningful  counsel-to-shareholder  disclosure,  a  positive  election  by 
shareholders  to  participate  in  the  action,  and  a  "proof  of  claim"  approach  to  establish  real 
damages  would  go  a  long  way  toward  curtailing  the  abuses  in  today's  system. 

Until  there  are  meaningful  reforms,  there  will  continue  to  be  litigation  abuses  of 
Kafkaesque  proportions.  The  process  today  is  best  portrayed  in  a  Kafka  novel  written  in  the 
early  1920's.  The  Trial  is  a  fascinating  and  terrifying  account  of  Joseph  K.  who,  having  been 
arrested,  tangles  with  a  distorted  and  grotesque  process  as  he  tries  to  understand  the  nature  of  the 
charges  against  him.  He  never  does  and  is  executed  at  the  end.  Some  of  the  lines  in  that  novel 
are  as  fresh  as  the  most  recent  Rule  10(b)(5)  private  action  ("The  client  stopped  being  a  client 
and  became  the  lawyer's  dog").  The  existential  theme  of  the  difficulty  of  responsible 
commitment  in  the  face  of  an  absurd  universe  is  equally  current  It  is  time  to  reroot  the  process. 
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Mr.  Markey.  I  will  stipulate  for  the  record  for  you  that  you  were 
not  referring  to  the  Chair  when  you  were  referring  to  Crazy  Eddie. 

Mr.  Tauzin.  Can  we  vote  on  that? 

Mr.  Markey.  Ralph  Nader,  our  next  witness,  is  the  leading 
consumer  advocate  in  the  United  States.  He  has  both  founded  and 
inspired  the  development  of  numerous  public  interest  organization, 
including  the  Center  for  the  Study  of  Responsive  Law  and  Public 
Citizen. 

We  look  forward  to  your  testimony,  Mr.  Nader. 

STATEMENT  OF  RALPH  NADER 

Mr.  Nader.  Thank  you,  Mr.  Chairman,  and  members  of  the  sub- 
committee. 

The  dynamic  before  the  Senate  Subcommittee  on  Securities,  es- 
pecially, and  to  some  degree  here,  has  been  to  focus  on  the  prob- 
lems of  perpetrators  of  the  perpetrator  class,  not  the  problems  and 
grievances  of  the  victims,  such  as  the  investors.  In  this  era  in  our 
American  history,  that  can  only  be  characterized  as  a  corporate 
crime  wave. 

If  you  could  project  headlines  from  The  Wall  Street  Journal  for 
the  last  10  years  on  a  screen  before  the  subcommittee,  about  the 
massive  frauds,  the  massive  looting  from  the  S&L's  to  the  pension 
funds  to  shareholders,  that  have  been  occurring  in  the  last  15 
years,  I  think  the  context  of  this  hearing  would  shift  that  balance 
to  focus  on  preventing  the  corporate  crime  wave  rather  than  to 
making  it  even  more  difficult  for  victims  of  these  crimes  to  attain 
accountability. 

I  have  yet  to  see  a  Senate  or  House  hearing  that  has  focused  on 
what  the  victims,  what  the  small  investors  have  to  say,  such  as  the 
investors  of  some  of  these  S&L  paper  investments. 

Mind  you,  Mr.  Chairman,  we  are  living  in  an  era  where  financial 
advice  firms,  investment  firms  are  even  messing  up  short-term  gov- 
ernment bond  funds.  They  are  even  taking  funds  that  have  govern- 
ment guarantees  and  rigging  them  in  such  ways  with  risky  deriva- 
tives that  the  par  value  has  gone  down  20,  30,  35  percent  in  the 
last  few  months  alone.  And  they  lured  these  investors  into  invest- 
ing in  them  on  the  basis  of,  quote,  "capital  preservation,"  end 
quote. 

So  I  want  to  focus  my  few  minutes  on  the  need  not  to  further 
restrict  the  rights  of  victims  to  have  their  day  in  court,  but  the 
need  to  stave  off  this  drive  against  victims'  rights  and  move  into 
a  preventive  mode. 

After  all,  the  perpetrators  have  had  it  their  way  under  a  heavily 
Republican-dominated  judiciary.  They  have  the  Aaron  decision,  the 
Central  Bank  decision.  They  are  moving  to  the  area  of  limited  li- 
ability in  the  accounting  firms.  They  are  on  the  swing  attacking 
treble  damages.  They  have  got  a  nice  decision  on  statute  of  limita- 
tions. Now  they  want  to  get  rid  of  joint  and  several  liability.  They 
want  to  support  restricted  public  access  to  evidence  of  fraud. 

They  want  the  English  rule,  the  ultimate  hammer  of  intimida- 
tion, and  they  want  a  clear  and  convincing  standard.  You  begin  to 
wonder  who  Members  of  Congress  supporting  this  kind  of  package 
actually  represent.  Who  do  they  represent?  And  why  is  the  pres- 
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ence  of  millions  of  defrauded  investors,  sometimes  their  life  sav- 
ings, so  minimal  on  Capitol  Hill? 

I  think  what  we  should  do  is  have  legislation  that  carefully  con- 
cludes which  court  decisions  should  be  overturned.  Professor  Selig- 
man,  for  example,  has  cited  the  Central  Bank  of  Denver  as  a  lead- 
ing candidate,  a  five-four  Supreme  Court  decision  just  recently.  But 
no  matter  how  many  restrictions  on  victims'  rights  come  the  way 
of  the  large  accounting  firms,  they  still  come  up  here  and  want 
more  limited  liability,  more  exemption,  more  immunity,  more  privi- 
lege. 

They  ought  to  be  ashamed  of  themselves. 

The  extent  to  which  their  work  has  led  to  the  looting  in  the  S&L 
alone,  the  Towers  financial  debacle;  Drysdale  Securities,  years  ago; 
Equity  Fund,  years  ago;  these  are  hard-core  criminal  fraud  and  cor- 
porate crimes,  and  they  can  come  up  here  and  say  we  want  more 
immunity  because  we  are  not  recruiting  high-quality  partners.  I 
think  what  we  need  to  point  out  is  how  little  these  partners  are 
actually  paying  out  of  their  own  pocket. 

When  Ernst  &  Young  settled  for  millions  and  millions  of  dollars, 
the  firm's  global  settlement  with  the  bank  regulatory  agencies  cost 
its  partners  only  $32,000,  each  paid  in  four  $8,000  annual  install- 
ments from  yearly  salaries  all  over  $212,000.  The  remainder  was 
paid  by  the  insurers. 

And  in  my  testimony,  which  I  submit  for  the  record,  I  give  other 
examples  of  these  outrages.  It  is  almost  a  joke.  It  is  like  saying  the 
check  is  in  the  mail,  to  talk  about  accounting  firms  auditing. 

How  could  they  miss  all  these  frauds?  How  could  Kidder,  Pea- 
body  miss  a  fictitious  profit  of  over  $300  million?  How  could  the 
Congress  miss  a  $300  million  office  building  a  few  miles  from  here? 

We  are  dealing  here,  Mr.  Chairman,  with  the  failure  of  institu- 
tionalized checkpoints  who  have  been  given  fiduciary  responsibility, 
the  right  to  make  a  lot  of  money  and  a  lot  of  status  in  our  society, 
boards  of  directors,  of  course,  outside  law  firms,  but  most  promi- 
nently, as  Mr.  Briloff  pointed  out,  the  CPA  auditing  firms  who 
have  that  statutorily  protected  marketplace. 

Finally,  I  would  like  to  point  out  that  one  of  the  easiest  ways  for 
everybody  from  Congressman  Tauzin  to  Congressman  Markey 
should  be  able  to  agree,  a  proposal  that  has  been  working  in  the 
utility  rate-making  area  in  Illinois  and  elsewhere,  and  here  is  what 
I  recommend  to  deal  with  prevention  over  the  long  run,  a  provision 
to  support  the  establishment  of  a  financial  consumers  association. 

You  may  remember,  Mr.  Chairman,  that  Congressman  Schumer 
first  proposed  this  back  in  1985.  This  proposal  would  provide  con- 
sumers— in  this  case,  investors — with  a  facility  to  band  together 
into  statewide  financial  consumer  associations  through  a  regular 
invitational  notice  carried  in  the  bills  or  statements  of  banks,  in- 
surance companies,  pension  funds,  security  firms,  that  would  cre- 
ate privately  funded  consumer  watchdog  organizations  accountable 
only  to  their  members  who  would  vote  the  council  directors  in  on 
one  member/one  vote,  and  they  in  turn  would  hire  full-time  watch- 
dogs and  advocates  so  they  could  spot  that  S&L  fraud  on  the  corner 
of  Main  and  Elm  early  before  it  festers  into  massive  taxpayer 
drain. 
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These  groups  would  be  voluntarily  joined,  funded  by  voluntary 
membership  dues  that  would  neither  cost  taxpayers  nor  the  cor- 
porate carriers,  because  there  would  be  no  extra  postage.  These  fi- 
nancial consumers  associations  would  be  accountable  to  their  mem- 
bers. 

A  similar  organization  in  Illinois  for  residential  utility  ratepayers 
was  enacted  over  a  decade  ago,  an  Illinois  CUB,  as  it  is  called,  has 
saved  Illinois  consumers  billions  of  dollars  since  1983  through  its 
advocacy  and  information  work,  including  a  $1.3  billion  settlement 
refund  with  Commonwealth  Edison  about  10  months  ago. 

With  the  widespread  failure  of  the  derivative  checkpoints,  as 
mentioned  earlier,  this  checkpoint,  this  financial  consumer  associa- 
tion on  a  state-by-state  basis,  has  as  its  virtue  a  direct  interest  in 
its  own  money.  This,  unlike  board  of  directors  of  financial  firms, 
outside  auditors  and  lawyers  expected  to  safeguard,  quote,  "other 
people's  money,"  these  on-the-ground  consumer  groups  represent- 
ing investors  and  savers  would  have  a  direct  motivation  through 
their  full-time  consumer  advocates  to  forestall  and  foresee  emerg- 
ing abuses. 

And  furthermore,  these  financial  consumer  associations  can  pro- 
vide greatly  needed  information  to  financial  consumers  and  im- 
prove the  quality  of  service  and  competition  in  the  marketplace, 
and  I  will  venture  one  last  prediction,  that  so  blind  are  the  wrong- 
doer lobbyist  advocates  on  Capitol  Hill  to  this  proposal  that  I  prob- 
ably will  get  a  question  saying:  Oh,  so  you  want  us  to  pass 
consumer  organizations  under  your  control,  Mr.  Nader.  Even 
though  I  repeatedly  have  said  in  the  past,  these  are  controlled  by 
the  people  who  voluntarily  join,  one  member,  one  vote,  privately 
nonchartered  under  State  law,  deterring  the  capital  allocation  in 
our  society  in  greater  conformity  with  high  fiduciary  standards  and 
productive  investment  to  create  jobs  in  a  quality  economy. 

Mr.  Markey.  Mr.  Nader,  we  only  have  2  minutes  for  the  mem- 
bers to  go  to  the  Floor  to  make  their  roll  call.  If  you  will  cut  off 
your  testimony  right  there,  we  will  come  back  and  we  will  hear  the 
final  two  witnesses. 

[The  prepared  statement  of  Ralph  Nader  follows:] 
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Statement  o/  Ralph  Nader 

Mr.  Chairman  and  members  of  the  Subcommittee  on  Telecommunications  and 
Finance,  thank  you  for  the  opportunity  to  testify  briefly  on  securities  litigation. 

Today  we  are  here  in  part  to  discuss  securities  litigation  legislation  thai  would  close 
the  courtroom  door  to  innocent  victims  of  crime  in  the  suites  and  limit  the  liability  of  the 
perpetrators. 

An  ever-growing  chain  of  court  decisions  has  worked  to  systematically  deprive 
investon  and  taxpayers  of  their  rights  and  legal  remedies.  In  1993,  the  Supreme  Coun  ruled 
in  Reves  vs.  Ernst  A.  Young^  that  even  though  outside  professionals  may  fail  to  provide 
investors  or  shareholders  with  vital  information  they  cannot  be  sued  under  the  Racketeer 
Influenced  and  Corrupt  Organizations  Act  (RICO)  because  the  outside  professionals  do  not 
participate  in  the  operation  or  management  of  a  company.  On  April  20,  1994,  in  Central 
Bank  of  Denver,  N.A.  v.  First  Interstate  Bank  of  Denver,  NA.,^  the  Supreme  Court  swept 
aside  years  of  lower  court  precedents  and  a  longstanding  policy  of  the  Securities  and 
Exchange  Commission  (SEC)  by  explicitly  barring  investors  and  implicitly  barring  the 
Commission  from  filing  "aiding  and  abetting"  accusations  against  accountants,  lawyers  and 
other  fmancial  professionals  whose  clients  had  committed  securities  fraud. 

Pending  legislation,  if  passed,  would  further  erode  investor  and  taxpayer  rights. 
H.R.  417  proposes  adoption  of  the  English  Rule  for  most  securities  fraud  cases,  limiting  joint 
and  several  liability,  and  changing  the  burden  of  proof  in  securities  fraud  cases  from  a 
"preponderance  of  the  evidence"  standard  to  a  "clear  and  convincing  evidence"  standard.  The 
interstate  banking  bill  recently  approved  by  a  Congressional  conference  committee  failed  to 
extend  the  statute  of  limitations  for  any  conduct  related  to  a  failed  bank  or  thrift  less 
egregious  than  intentional  fraud  or  misconduct,  thus  effectively  immunizing  lawyers, 
accountants,  and  officers  and  directors.  The  Resolution  Trust  Corporation  (RTC) 
conservatively  estimates  that  over  S2(X)  million  in  recoveries  will  be  lost  if  the  statute  of 
limitations  is  not  extended.' 

According  to  testimony  presented  by  A.A.  Sommer,  Jr.,  Chairperson  of  the  American 
Institute  of  Certified  Public  Accountants'  (AICPA)  Public  Oversight  Board  (POB),  the  POB 
has  recommended  that  Congress  enaa  legislation  to  override  any  state's  prohibition  against 
the  corporate  (rather  than  partnership)  practice  of  accounting'  so  that  accountants  may  shield 
their  personal  assets  and  avoid  direct  liability  for  faulty  audits.  Failures  of  just  four  savings 
and  loan  institutions,  which  the  bank  regulatory  agencies  allege  were  improperly  audited  by 
Ernst  and  Young,  cost  taxpayen  S6.6  billion,  money  no  longer  available  for  Head  Start,  low- 
income  housing,  or  other  badly  needed  initiatives.  The  firm's  global  settlement  with  bank 
regulatory  agencies  cost  its  partners  only  $32,(XX)  each,  paid  in  four  $8(X)0  annual 
installments  from  yearly  salaries  of  over  S212,(XX).  The  remainder  was  paid  by  the  insurers. 
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While  investor  protections  an  being  weakened,  52  percent  of  the  companies 
responding  to  a  1994  survey  by  KPMG  Peat  Marwick  believed  that  ^ud  will  become  more 
of  a  problem  in  the  future  due  to  increased  economic  pressures  and  the  weakening  of 
society's  values.^  Seventy-seven  percent  of  the  companies  admitted  to  having  experienced 
fraud  during  the  previous  year.  Fifty-six  percent  lost  at  least  S  100,000;  18  percent  lost 
SI, 000,000  or  more.  The  majority  of  frauds  occurred  because  of  poor  internal  controls. 

Securities  lawyers  and  regulators  also  report  a  sharp  resurgence  of  fraud  rooted  in  the 
way  companies  are  managed  Corporate  ^ud  or  high-risk  schemes  cannot  generally  take 
place  without  the  participation  of  professionals,  including  lawyers  and  accountants.   The  case 
of  Towers  Financial  Corporation,  whose  owner  Steven  Hoffenberg  is  under  indictment  for 
allegedly  bilking  small  businesses  and  investors  out  of  $460  million  since  1987,  provides  an 
in5tructi\'e  example.'  According  to  the  Wall  Street  Journal,  Ira  Sorkin,  a  prominent  New 
York  attorney  and  a  former  director  of  the  SEC's  New  York  office,  vigorously  defended 
Towers  during  a  lengthy  and  acrimonious  investigation  by  the  SEC.  even  though  Sorkin  had 
an  accountant's  repon  criticizing  Towers'  practices.  Mickey  Kantor,  now  U.S.  Trade 
Representative,  defended  Towers  previously  when  California  regulators  attacked  one  of  its 
operations,  and  he  helped  to  negotiate  a  settlement  that  allowed  Towers  to  remain  in  business 
in  the  state.   £)uff  and  Phelps  Credit  Rating  Co.  rated  Towers  bonds  "AA "  and  higher  and 
didn't  withdraw  the  last  of  its  ratings  until  three  days  after  the  SEC  sued  Towers  for  fraud. 
Two  accounting  firms  vouched  for  Tower*'  books,  even  though  most  of  its  accounting  records 
were  nonexistent  or  in  disarray.  See  how  these  supposed  checkpoints  for  compliance 
behaved. 

The  Professional  Code  of  Conduct  requires  accountanu  to  "act  in  a  way  that  will  serve 
the  public  interest,  honor  the  public  trust,  and  demonstrate  commitment  to  professionalism. ' 
Recent  cases  in  the  United  State*  and  abroad  suggest  that  the  Big  Six  accounting  firms  are 
shirking  their  duties.   Arthur  Andersen,  for  example,  was  accused  of  ignoring  iu  own 
professional  appraiser*  in  its  audit  of  Benjamin  Fratiklin  Savings  Association  of  Texas,  using 
instead  the  thrift's  (higher)  assessments.  According  to  the  RTC,  had  the  audit  been  done 
correctly,  the  reported  value  of  the  property  would  have  been  reduced  and  Ben  Franklin 
Savings  would  have  been  declared  insolvent  five  years  sooner.^  Coopers  and  Lybrand  has 
paid  at  least  S140  million  to  settle  claim*  brought  by  bondholders,  creditors  and  investors, 
related  to  its  work  for  the  now-defunct  MiniScribe  Corporation.  The  auditors  were  accused  of 
failing  to  confrnn  inventories  and  investigate  questionable  end-of-the-year  journal  entries  and 
allowing  MiniScribe  to  record  revenues  for  goods  that  had  been  shipped  to  the  company's 
own  warehouse.* 

On  March  14,  1994,  Deloitte  &  Touche  finalized  a  global  settlement  with  the  U.S. 
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bank  regulatory  agencies  requiring  payment  of  S3 12  million  to  resolve  all  federal  claims 
related  to  the  firm's  involvement  with  failed  financial  instimtions.'  Deloitte  louche 
Tohmatsu  is  being  sued  by  the  Australian  Securities  Commission  for  nearly  A$400  million  as 
the  result  of  its  audit  of  Adelaide  Steamship  Company.'"  KPMO  Peat  Marwick  agreed  in 
January  to  a  settlement  of  A$137  miUion  with  the  Australian  state  of  Victoria  relating  to  its 
1988  audit  of  Tricontinental." 

Price  Waterhouse  faces  £8  billion  in  legal  claims  for  its  audit  of  the  collapsed  Bank  of 
Credit  and  Commerce  International."  In  May,  the  Inspector  General  of  the  RTC  issued  a 
report  questioning  more  than  75  percent  of  Price  Waterhouse's  billings  for  the  firm's  "due 
diligence  services"  on  RTC's  National  Land  Fund.''  These  same  six  firms  help  oversee  and 
conduct  the  profession's  peer  reviews  lauded  in  the  AlCPA's  report,  "In  the  Public  Interest." 
and  audit  more  than  84  percent  of  U.S.-based  companies  with  sales  revenue  of  at  least  S 1 
million. 

Accountants,  claiming  that  they  are  sued  because  they  have  "deep  pockets"  and  not 
because  of  bad  audits,  have  launched  a  well-financed  campaign  to  reduce  their  liability 
legislatively.   AlCPA  PAC  contributions  alone  grew  to  more  than  $1.5  million  in  the  1991- 
1992  election  cycle,  an  increase  of  an  astounding  22,260  percent  in  only  eight  election  cycles. 
The  Big  Six  also  each  contributed  S2  million  to  a  war  chest  to  finance  lobbying  efforts.'* 
Deloitte  Touche  recently  encouraged  its  parmers  to  write  letters  to  their  members  of 
Congress,  but  instructed  the  parmers  not  to  identiiV  thenuelves  as  accountants  and  to  use  their 
home  addresses."  In  the  U.K.,  the  Big  Six  have  signed  a  letter  to  the  British  government 
demanding  the  right  to  cap  their  liability  for  audit  work. 

On  closer  inspection,  the  alleged  "litigation  explosion '  simply  does  not  exist. 
According  to  a  report  prepared  by  the  Big  Six  for  the  SEC,  the  number  of  audit-related  suiu 
filed  against  the  firms  dtcriased  from  192  in  1990  to  141  in  1992.  The  dollar  amount  of  the 
settlements  increased  740  percent  The  staff  of  the  Senate  Subconunittee  on  Securities 
reviewed  the  data  and  determined  that,  if  the  four  largest  private  settlements  and  the 
settlements  with  the  FDIC  and  RTC  are  excluded,  the  increase  in  total  settlement  awards  from 
1990  to  1992  drops  to  331  percent.  Mvino  and  Marino"  estimated  that  accountanu  paid  an 
average  of  SI 0.5  million  per  settlement  when  flagrant  fraud  was  alleged,  compared  to  an 
average  of  S2.1  million  for  all  other  cases.  Flagrant  fraud-related  cases  accounted  for  59 
percent  of  total  accountant  payments  from  April  1989  through  February  1994.  Marino  and 
Marino  contend,  "...accountants  are  complaining  about  self-inflicted  wounds  insofar  as  they 
act  to  hide  blatant  fraud  by  company  insiders,  thereby  opening  themselves  up  to  the  costliest 
professional  liability  exposure.  Before  looking  for  relief  from  lawmakers,  accountants  should 
reevaluate  their  policies  in  dealing  with  fraud  on  the  part  of  their  clients." 
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The  State  Justice  Institute  in  Williamsburg,  Virginia  reports  that  the  number  of  civil 
lawsuits  has  remained  pretty  much  the  same  for  years  and  the  number  of  tort  cases  decreased 
in  1992,  the  last  year  for  which  figures  are  available.  ^^  The  increasing  burden  on  the  judicial 
system  has  come  from  the  growing  number  of  criminal  cases  and  domestic  relations  disputes. 
In  1992  and  1993,. 268  and  298  securities  class  action  suits  were  filed,  approximately  the 
same  number  filed  two  decades  ago,  according  to  the  Administrative  Office  of  the  U.S. 
Courts.  What  is  not  possible  to  calculate  is  the  number  of  suits,  trials  and  senlements 
avoided  by  the  existence  and  enforcement  of  securities  laws. 

The  fundamental  purpose  of  the  federal  securities  laws  is  to  promote  investor 
confidence  and  thereby  encourage  investments  necessary  for  capital  formation,  economic 
growth  and  job  creadon.  In  order  to  maintain  confidence  in  the  fairness  of  securities  markets, 
investors  must  have  a  meaningfiil  right  to  seek  recovery  against  those  who  defraud  them. 
According  to  Arthur  Levitt.  Chairperson  of  the  SEC.  "Private  acdons  also  provide  additional 
deterrence  against  securities  law  violations,  thereby  serving  as  a  'necessaiy  supplement'  to  the 
Commission's  own  enforcenaent  activities."" 

Some  argue  that  so-called  "frivolous"  lawsuits  lead  to  settlemenu  that  don't  reflect  the 
merits  of  cases,  waste  resources,  and  have  a  chilling  effect  on  corporate  disclosure.  These 
critics  provide  no  objective  definition  of  "frivolous"  litigation.  The  target  of  one  suit  dubbed 
frivolous, '  Platinum  Software,  started  an  investigation  after  it  was  sued  for  fraud  in  January 
and  discovered  that  someone  woj  cooking  the  books.  Critics  also  ignore  the  procedural  tools 
that  already  exist  to  weed  out  "frivolous"  cases. 

Rule  11  of  the  Federal  Rules  of  Civil  Procedure  states  that  an  attorney's  signature  on  a 
pleading,  motion  or  other  paper  filed  with  the  court  constimtes  that  anomey's  certification 
that  die  information  is  well  grounded  in  fact  and  is  warranted  by  existing  law  ...  and  tiiat  it  is 
not  interposed  for  any  improper  purpose,  such  as  to  harus  or  to  cause  unnecessary  delay  or 
needless  increase  in  the  cost  of  litigation.  Federal  judges  may  assess  fees,  including 
anomeys'  fees,  upon  attorneys  and  their  clients  who  conunence  "frivolous"  legal  actions. 
Rule  9(b)  of  the  Federal  Rules  requires  plaintiffs  to  plead  allegations  of  ftaud  "with 
particularity,"  thus  imposing  a  higher  standard  for  pleading  fraud  than  is  required  for  otiier 
types  of  allegations.  Courts  can  also  use  motions  for  summary  judgement  and  motions  to 
dismiss  to  screen  out  securities  cases. 

Despite  die  recognized  role  of  private  suits  in  making  U.S.  capital  markets  deep,  liquid 
and  fair,  bills  in  the  House  and  Senate  would  have  a  chilling  impact  on  investor  litigation, 
making  it  even  more  difficult  than  it  already  is  for  innocent  victims  of  financial  frauds  to 
recover  their  lotaes  in  court 
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H.R.  417  would  eliminate  joint  and  several  liability  in  lecurities  fraud  cases  unless  the 
defendant  engaged  in  "knowing  securities  fraud."  The  rationale  for  joint  and  several  liability 
is  that  a  fraud  cannot  succeed  without  each  of  the  participants  being  its  sint  quo  non;  to  that 
end,  all  of  the  wrongdoers  are  equally  responsible  for  the  outconne  of  a  fraud.  According  to 
Arthur  Levia,  "as  between  defrauded  investors  and  the  professional  advisers  who  assist  a 
fraud  by  knowingly  or  recklessly  failing  to  meet  professional  standards,  the  risk  of  loss 
should  fall  on  the  latter."" 

Had  Arthur  Andersen  disclosed  the  overvaluadon  of  assets  in  the  Ben  Franklin 
Savings  case  cited  previously,  S976  million  of  taxpayer  dollars  might  have  been  saved. 
Arthur  Andersen  had  worldwide  revenue  of  $6  billion  in  1993,  the  same  year  that  it  reached  a 
global  settlement  with  the  banking  regulators  to  pay  S65  million  to  settle  all  claims. 

H.R.  417  would  impose  the  English  rule,  forcing  the  loser  to  pay  the  winner's  legal 
fees  unless  the  court  finds  the  loser's  position  was  "substantially  justified."  British  solicitor 
Michael  Napier  arg;aes  that  the  English  rule  impedes  access  to  justice."  Under  the  English 
rule,  potential  plaintiffs  may  lose  their  day  in  court  because  they  cannot  risk  having  to  pay 
both  their  own  legal  fees  and  those  of  the  defendant.  Napier  also  writes  that  the  English  rule 
has  resulted  in  many  additional  hours  of  negotiations  and  litigation  solely  concerned  with 
issues  of  who  should  pay  whom,  and  how  much. 

I  recommend  a  much  more  fundamental  and  effective  proposal  to  protect  investors  and 
taxpayers  ~  a  provision  to  support  the  establishment  of  Financial  Consumers  Associations 
(FCA»). 

Providing  consumers  with  a  facility  to  band  toge±er  into  sute-wide  FCAs  through  a 
regular  invitadonal  notice  carried  in  the  bills  or  statements  of  banks,  insurance  companies, 
pension  funds  and  securities  firms  would  create  consumer  watchdog  organizations  with  full- 
time  advocates.  Voluntary  to  join,  funded  by  membership  dues  and  neither  costing  the 
taxpayers  nor  the  corporate  carriers  (no  extra  postage),  these  FCAs  would  be  accountable  to 
their  members.  We  proposed  a  similar  organization  in  Illinois  for  residendal  utility  ratepayen 
which  was  enacted  into  law.  The  Illinois  Qtizen  Utility  Board  (CUB)  has  saved  Illinois 
consumers  billions  of  dollars  since  1983  through  its  advocacy  and  information  work. 

With  the  widespread  failure  of  the  derivaave  checkpoinu.  as  mentioned  earlier,  this 
checl^int  has  as  its  virme  a  direct  interest  in  iu  own  money.  Unlike  Boards  of  Directors  of 
financial  firms,  ouuide  auditors  and  lawyers  expected  to  safeguard  "other  people's  money," 
these  "on-the-ground"  consumer  groups  have  a  direct  motivation  to  foresee  and  forestall 
emerging  abuses.  FCAs  also  can  provide  gready  needed  information  to  fmancial  consumers 
and  improve  the  quality  of  service  and  competition. 
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May  this  Subcommittee  think  about  FCAj.  Doein't  Congress  need  all  the  help  it  can 
get  from  the  people's  quarter? 

Thank  you. 
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[Brief  recess.] 

Mr.  Markey.  Our  next  witness,  Mark  Griffin,  is  the  Director  of 
the  Securities  Division  of  the  Utah  Department  of  Commerce.  He 
is  also  a  member  of  the  Board  of  Directors  of  the  North  American 
Securities  Administrators  Association  and  chaired  that  Securities 
Litigation  Reform  Action  Group. 

We  welcome  you  to  the  committee.  Mr.  Griffm,  whenever  you  are 
ready,  please  begin. 

STATEMENT  OF  MARK  J.  GRIFFIN 

Mr.  Griffin.  Thank  you,  Mr.  Chairman  and  members  of  the  sub- 
committee. Good  afternoon.  I  appreciate  the  opportunity  to  appear 
here  today.  I  will  keep  my  remarks  brief. 

I  want  to  begin  by  emphasizing  that  NASAA  agrees  that  frivo- 
lous fraud  claims  should  be  squelched.  However,  it  is  the  view  of 
the  States  that  the  various  initiatives  put  forward  to  date,  includ- 
ing changes  in  how  liability  is  to  be  determined,  shifts  in  attorneys 
fees  and  costs,  new  definitions  for  burden  of  proof,  and  changes  in 
the  rules  governing  class  action  proceedings  could,  however  unin- 
tentionally, give  free  reign  to  financial  swindlers  and  other  sharp 
operators. 

While  such  changes  may  have  the  effect  of  eliminating  a  handful 
of  dubious  securities  fraud  suits,  it  will  eke  out  this  minuscule  ben- 
efit only  by  inflicting  a  massive  harm  that  is  an  indiscriminate 
curb  on  access  to  the  courts  for  all  victims  of  financial  swindles. 

Investors  today  have  a  profound  and  all-too-well  justified  sense 
of  concern  about  the  integrity  of  our  financial  markets.  The  ex- 
cesses of  the  1980's  and  early  1990's,  which  are  well-known  to  this 
subcommittee  and  do  not  need  repeating,  can  serve  as  the  backdrop 
under  which  we  consider  the  issues  here  today. 

Private  actions  have  become  an  increasingly  vital  enforcement 
tool  in  light  of  dramatic  growth  of  fraud  and  corruption  in  the  Na- 
tion's capital  markets.  In  view  of  the  budget  and  staffing  restric- 
tions at  the  State  and  Federal  levels,  we  should  be  talking  today, 
as  Mr.  Nader  suggests,  about  broader  private  remedies,  not  the 
wholesale  gutting  of  them,  as  would  happen  if  the  issues  now  on 
the  table  are  adopted. 

Now,  taking  into  consideration  the  warning  we  have  had  about 
statistics  this  morning,  I  would  ask  you  to  consider  the  following 
which  have  been  amplified  in  my  written  testimony: 

First,  over  the  last  20  years,  stock  trading  activity  has  increased 
dramatically,  yet  the  level  of  securities  class  action  lawsuits  has  re- 
mained stagnant.  In  short,  no  explosion  in  litigation. 

Second,  while  there  are  some  14,000  U.S.  companies  reporting  to 
the  SEC,  only  113  of  them  were  sued  in  securities  class  action  suits 
in  1992,  according  to  testimony  given  last  year  before  the  Senate. 
My  math  makes  it  less  than  1  percent.  In  short,  no  litigation  explo- 
sion. 

Third,  in  a  study  designed  to  determine  the  correlation,  if  any, 
between  the  filing  of  litigation  in  the  wake  of  a  single  day's  10  per- 
cent decline  in  the  price  of  a  company's  exchange-listed  stock,  just 
2.8  percent  of  such  companies  were  found  to  end  up  as  subjects  of 
such  a  lawsuit.  In  short,  no  litigation  explosion. 
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Fourth  and  finally,  there  are  approximately  300  securities  fraud 
class  action  suits  filed  each  year,  out  of  a  total  of  new  Federal  court 
suit  filings  of  approximately  225,000  per  year.  In  short,  no  securi- 
ties fraud  litigation  explosion. 

As  a  former  prosecutor,  I  can  tell  you  that  if  the  proponents  of 
litigation  reform  had  to  present  their  facts  to  a  grand  jury,  they 
would  not  carry  the  day.  It  also  would  make  for  a  poor  foundation 
for  public  policy. 

While  NASAA  opposes  the  changes  put  forward  in  H.R.  417,  the 
Association  does  believe  that  changes  in  the  litigation  process  are 
necessary.  First,  immediate  action  should  be  taken  to  lengthen  the 
statute  of  limitations  for  securities  fraud  cases,  and  in  doing  so, 
modify  the  unfortunate  1991  Supreme  Court  decision  in  Lampf. 
NASAA  believes  that  such  legislation  is  vitally  important  and 
should  not  be  delayed. 

Second,  the  Supreme  Court's  more  recent  decision  in  Central 
Bank  should  be  addressed  and  the  previously  well-established  in- 
vestor's right  to  pursue  a  private  action  against  persons  who  sub- 
stantially assist  a  securities  fraud  should  be  restored. 

There  are  other  possible  areas  for  reform  of  securities  class  ac- 
tions that  may  be  worthy  of  further  explorations  by  my  Association, 
this  subcommittee  and  other  interested  parties.  The  giiiding  prin- 
ciple NASAA  will  apply  in  evaluating  such  reforms  is  that  they 
must  work  not  only  to  deter  frivolous  lawsuits,  but  also  to  preserve 
the  investor  protection  and  deterrence  benefits  of  private  actions. 
This  is  a  balancing  act  that  H.R.  417  does  not  succeed  in  achieving. 

In  conclusion,  I  want  to  underscore  once  again  the  vital  role  of 
private  actions  in  our  securities  regulatory  enforcement  system. 
These  actions  are  essential  to  deter  prospective  criminals,  com- 
pensate the  victims  of  fraud,  and  maintain  public  confidence  in  the 
marketplace.  Elements  of  H.R.  417  would  severely  undermine  the 
positive  and  needed  benefits  of  private  actions  and  as  a  result, 
should  not  be  adopted.  In  NASAA's  view,  it  would  be  unwise  to  fur- 
ther restrict  the  ability  of  defrauded  investors  to  be  made  whole. 

Thank  you. 

Mr.  Markey.  Thank  you,  Mr.  Griffin,  very  much. 

[The  prepared  statement  of  Mark  J.  Griffin  follows:] 
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STATEMENT  OF  MARK  J.  GRIFFIN 

DIRECTOR,  DIVISION  OF  SECURITIES 
UTAH  DEPARTMENT  OF  COMMERCE 

on  behalf  of  the 
NORTH  AMERICAN  SECURITIES  ADMINISTRATORS  ASSOCIATION 


Mr.  Chairman  and  Members  of  the  Subcommittee: 

My  name  is  Mark  Griffin.  I  am  Director  of  the  Utah  Department  of  Commerce's  Division 
of  Securities  and  a  member  of  the  board  of  directors  of  the  North  American  Securities 
Administrators  Association  (NASAA).  I  also  serve  as  chair  of  NASAA's  Litigation  Reform 
Action  Group,  a  committee  appointed  in  1993  to  study  the  issues  involved  in  private 
securities  litigation.  In  the  U.S.,  NASAA  is  the  national  voice  of  the  50  state  securities 
agencies  responsible  for  investor  protection  and  the  efficient  functioning  of  the  capital 
markets  at  the  grassroots  level.  On  behalf  of  NASAA,  I  appreciate  the  opportunity  to 
appear  before  you  today  to  discuss  the  important  issues  that  have  been  raised  in 
connection  with  private  litigation  under  the  federal  securities  \a\NS. 

INTRODUCTION 

Fair  access  to  redress  grievances  before  an  impartial  tribunal  lies  at  the  heart  of  the 
American  political  and  constitutional  fabric.  Our  federal  and  state  constitutions,  laws  and 
court  decisions  place  great  emphasis  on  an  individual's  prerogatives  and  ability  to  seek 
justice  in  the  courts.  Today,  that  system  is  under  attack.  There  is  a  sense  that  our  legal 
system  has  gone  haywire  and  that  our  economy  is  sagging  under  the  weight  of  a 
"litigation  explosion."  Proponents  of  securities  litigation  "reform"  have  seized  upon  this 
popular  notion  that  civil  litigation  in  the  United  States  is  both  expensive  and  excessive  in 
order  to  advance  their  own  agenda  of  further  narrowing  the  rights  of  investors. 

NASAA  shares  the  concerns  of  those  who  have  expressed  an  interest  in  weeding  out  truly 
frivolous  securities  fraud  claims.  However,  the  initiatives  that  have  been  put  forward  in 
the  name  of  litigation  "reform"  will  have  the  practical  effect  of  giving  free  rein  to  financial 
swindlers.  While  such  changes  may  have  the  effect  of  eliminating  a  handful  of  dubious 
securities  fraud  lawsuits,  it  will  eke  out  this  minuscule  benefit  only  by  inflicting  a  massive 
harm  -  that  is,  an  indiscriminate  curb  on  access  to  the  courts  for  aH  small  investors  who 
fall  victim  to  financial  swindles. 

The  core  issue  of  the  current  debate  may  be  summed  up  as:  Is  it  possible  to  discourage 
frivolous  securities  litigation  and  still  preserve  remedies  for  legitimate  claims?  NASAA's 
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position  is  that  it  is  possible  to  discourage  frivolous  litigation  and  still  preserve  remedies 
for  legitimate  claims.  In  fact,  the  courts  currently  have  many  of  the  tools  necessary  to 
deter  frivolous  or  baseless  suits  without  sacrificing  important  investor  rights.  The  Federal 
Rules  of  Civil  Procedure  contain  considerable  legal  safeguards  for  the  prevention  and 
suppression  of  unwarranted  or  abusive  securities  suits.  Emerging  anecdotal  evidence 
suggests  that  these  rules  are  now  being  invoked  on  a  more  frequent  basis.  Because 
questions  have  arisen  concerning  the  ability  of  the  judiciary  to  efficiently  and  effectively 
deal  with  frivolous  cases,  there  may  be  a  value  in  a  systematic  and  comprehensive 
Congressional  inquiry  into  the  workings  of  the  Federal  Rules  of  Civil  Procedure.  In 
addition,  there  may  be  a  value  in  hearing  directly  from  members  of  the  federal  judiciary 
to  learn  more  about  why  these  rules  do  or  do  not  work  to  thwart  purely  frivolous  filings. 

SECURITIES  LITIGATION:  AN  OVERVIEW 

Mr.  Chairman  and  f>/1embers  of  the  Subcommittee,  it  has  been  nearly  three  years  since 
I  first  appeared  before  this  Subcommittee  to  express  the  support  of  NASAA  and  its 
members  for  legislation  to  put  in  place  a  fair  and  reasonable  statute  of  limitations  for 
securities  fraud  cases  and  to  reverse  the  retroactive  application  of  the  Supreme  Court's 
unfortunate  decision  in  Lampf.''  While  NASAA  was  pleased  to  work  at  that  time  with  you, 
Mr.  Chairman,  and  with  other  Members  of  this  Subcommittee  to  pass  legislation  modifying 
the  result  of  the  decision  with  respect  to  its  retroactive  application,  the  Association  was 
disappointed  that  more  comprehensive  remedial  legislation  was  not  approved  to  restore 
and  protect  investor  rights  by  modifying  the  prospective  application  of  the  shortened 
statute  of  limitations  under  Lampf. 

Today,  defrauded  investors  are  considerably  worse  off  due  to  yet  another  Supreme  Court 
decision,  this  time  in  Central  Bank  of  Denver,  N.A.,  v.  First  Interstate  Bank,  N.A.,^  in 
which  the  Court  held  that  investors  do  not  have  a  private  right  of  action  against  persons 
who  substantially  assist  a  securities  fraud,--even  if  those  persons  act  knowingly  or  with  a 
high  degree  of  recklessness.  As  a  result  of  these  two  recent  Supreme  Court  decisions, 
the  scope  of  private  actions  under  Section  10(b)  of  the  Securities  Exchange  Act  of  1934 
and  Rule  10b-5  has  been  significantly  narrowed. 

NASAA  also  would  point  out  that  these  most  recent  rulings  are  only  the  latest  (and  most 
serious)  in  a  chain  of  U.S.  Supreme  Court  decisions  that  have  worked  to  systematically 
deprive  investors  of  their  rights  and  remedies  under  securities  laws  by  restricting  their 
access  to  the  federal  court  system.  This  trend  may  be  traced  back  through  such  cases 
as  the  1987  decision  in  Shearson/American  Express,  Inc.  v.  McMahon^  and  the  1989 
decision  in  Rodriguez  v.  Shearson/American  Express,  Inc.,'  both  of  which  reversed 
longstanding  interpretations  prohibiting  the  use  of  mandatory  predispute  arbitration 
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clauses  to  deprive  investors  of  access  to  the  courts  in  cases  arising  under  the  1933  and 
1934  securities  laws.  NASAA  believes  that  this  judicial  trend  is  contrary  to  the  intent  of 
Congress  and  in  direct  opposition  to  the  best  interests  of  securities  investors  and  the 
capital  markets. 

Curbs  on  private  actions  brought  by  victimized  small  investors  -  as  a  result  of  either 
unrealistically  short  statutes  of  limitation  or  procedural  restrictions  --  sends  the  devastating 
message  that  fraud  no  longer  will  be  discouraged  and  penalized  as  it  has  been  in  the 
past.  Such  a  message  could  not  come  at  a  worse  time  and  could  well  erode  confidence 
in  the  capital  markets,  reduce  investment,  and  increase  the  cost  of  raising  capital  for  U.S. 
businesses. 

Although  the  vast  majority  of  those  who  work  in  the  financial  services  industries  are 
honest,  hard-working  individuals  who  take  seriously  their  responsibilities,  the  damage 
inflicted  by  those  who  are  prepared  to  defraud  the  market  and  investors  can  be 
tremendous.  The  excesses  of  the  1980s  and  early  1990s  in  the  financial  services  arena 
have  left  investors  with  a  deep  --  and  all  too  well  justified  --  sense  of  concern.  During  the 
last  decade,  we  witnessed  financial  frauds  and  scandals  of  historic  proportions:  Massive 
misconduct  on  the  part  of  Prudential  Securities  in  the  sale  of  limited  partnerships;  Steven 
Wymer;  BCCI  and  BNL;  Charles  Keating  and  Lincoln  Savings;  the  savings  and  loan 
debacle;  widespread  fraud  uncovered  as  a  result  of  the  FBI  sting  operation  at  the 
Chicago  commodities  markets;  the  so-called  "Den  of  Thieves"  ring  of  junk  bond  king 
Michael  Milken,  Ivan  Boesky,  Dennis  Levine  and  Marty  Siegel;  and  the  Salomon  Brothers 
fraud  in  the  government  securities  marketplace.  And,  every  day  small  investors  are 
victimized  in  less  notorious  ~  but  equally  devastating  -  cases  of  fraud  and  abuse. 

It  is  against  this  backdrop  that  the  broader  and  more  complex  issues  raised  by 
proponents  of  litigation  "reform"  must  be  considered.  NASAA  believes  it  would  be  unwise, 
in  the  name  of  "reform,"  to  further  restrict  the  ability  of  defrauded  investors  to  be  made 
whole.  Private  rights  of  action  under  the  securities  laws  are  essential  to  deter  prospective 
wrongdoers,  compensate  the  victims  of  fraud,  and  maintain  public  confidence  in  the 
marketplace.  No  one  -  save  those  who  have  committed  or  assisted  the  fraud  in  the  first 
place  -  benefits  from  a  wholesale  assault  on  private  rights  of  action. 

THE  ROLE  OF  PRIVATE  ACTIONS  IN  SECURITIES  LAW  ENFORCEMENT 

The  fundamental  purpose  of  the  Securities  Act  of  1933  and  the  Securities  Exchange  Act 
of  1934  is  to  ensure  full  disclosure  to  investors  and  to  punish  those  who  violate  the  law. 
Within  this  framework.  Section  10(b)  of  the  Exchange  Act  was  designed  as  a  "catchall" 
anti-fraud  provision  to  enable  the  Securities  and  Exchange  Commission  (SEC)  to  handle 
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novel  and  unforseen  types  of  securities  fraud.  Intended  as  a  comprehensive  anti-fraud 
provision  operating  even  when  more  specific  laws  have  no  application,  Section  10(b) 
makes  it  unlawful  to  employ  in  connection  with  the  purchase  or  sale  of  any  security  "any 
manipulative  or  deceptive  device  or  contrivance"*  in  violation  of  the  Commission's  rules. 

The  courts  implied  a  private  right  of  action  under  Section  10(b)  to  encourage  private 
enforcement  of  this  overarching  anti-fraud  provision  of  the  federal  securities  laws.  In  fact, 
many  experts  consider  Section  10(b)  of  the  Exchange  Act  and  Rule  10b-5  to  be  the  core 
provisions  of  the  federal  securities  laws  that  prohibit  deliberate  fraud  against  investors. 
As  to  the  importance  of  Section  10(b)  and  Rule  10b-5  in  fighting  investment  fraud,  the 
SEC  has  stated: 

As  the  law  has  developed,  Rule  10b-5  is  vastly  more  important  in 
combatting  fraud  than  are  the  express  remedies  provided  in  the  1933  and 
1934  Acts  ...  Section  10(b)  and  Rule  10b-5  have  come  to  embrace  a 
diversity  of  claims  which  could  not  have  been  envisioned  in  1934.^ 

In  more  general  terms,  private  actions  have  become  increasingly  important  as  an 
enforcement  tool  in  light  of  the  dramatic  growth  of  fraud  and  corruption  in  the  nation's 
capital  markets  and  financial  institutions.  The  number,  size  and  scope  of  investment 
frauds  detected  In  just  the  last  several  years  are  both  well  documented  and  staggering. 
At  the  same  time,  prosecutorial  and  regulatory  resources  remain  severely  limited,  with  little 
realistic  hope  of  material  improvement. 

Given  the  demands  on  our  criminal  justice  system,  it  is  unreasonable  to  expect  that 
criminal  prosecution  in  the  white  collar  area  will  reach  more  than  just  a  fraction  of  those 
who  engage  in  fraudulent  or  abusive  conduct.  Such  resource  restrictions  at  the  state  and 
federal  levels  argue  in  favor  of  broader  private  remedies,  not  the  opposite,  as  would  be 
the  case  if  certain  of  the  proposed  litigation  "reform"  measures  are  put  in  place. 
Accordingly,  private  securities  litigation  is  critical  to  an  effective  enforcement  program  and 
is  necessary  to  maintain  investor  confidence  in  the  integrity,  fairness  and  efficiency  of  our 
securities  markets. 

PRIVATE  ACTIONS  AND  FRIVOLOUS  SUITS 

Section  10(b)  of  the  Securities  Exchange  Act  and  Rule  10b-5  have  come  under  increasing 
attack  as  facilitating  frivolous  or  baseless  lawsuits  against  innocent  market  professionals. 
Despite  claims  that  meritless  or  questionable  cases  have  been  brought  in  the  past  under 
this  rule,  existing  case  law  clearly  spells  out  when  recovery  is  available.  Plaintiffs  seeking 
damages  under  Section  10(b)  and  Rule  10b-5  must  prove  that: 
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*  The  plaintiff  was  a  purchaser  or  seller  of  securities; 

*  The  defendant  engaged  in  a  fraud,  manipulation  or  deception; 

*  The  fraud,  manipulation  or  deception  was  in  connection  with  the  purchase 
or  sale  of  the  securities; 

*  The  defendant  acted  with  scienter  (an  intent  to  deceive  or  a  reckless 
disregard  for  the  truth  or  falsity  of  statement); 

*  The  defendant's  misstatement  or  nondisclosure  was  material; 

*  The  plaintiff  reasonably  relied  upon  the  defendant's  misstatement  or 
nondisclosure; 

*  The  plaintiff  was  damaged;  and 

*  The  defendant's  conduct  caused  the  plaintiff's  damages. 

Clearly,  satisfying  this  burden  of  proof  requires  considerable  evidence  of  wrongdoing. 
Unlike  most  of  the  express  private  actions  to  which  Congress  originally  applied  the  one 
year /three  year  statute  of  limitations.  Rule  10b-5  liability  is  based  upon  deliberate  and 
intentional  fraud,  and  not  merely  negligent  violations. 

Moreover,  the  testimony  of  William  McLucas,  the  current  Director  of  the  Enforcement 
Division  of  the  U.S.  Securities  and  Exchange  Commission,  before  the  Senate  Securities 
Subcommittee  on  June  17,  1993,  challenged  the  popular  notion  that  there  has  been  an 
"explosion"  in  securities  lawsuits.  In  a  written  statement  submitted  to  the  Senate  Banking 
Subcommittee  on  Securities,  Mr.  McLucas  said:  "According  to  statistics  obtained  from 
the  Administrative  Office  of  the  U.S.  Courts,  the  approximate  aggregate  number  of 
securities  cases  (including  Commission  cases)  filed  in  federal  district  court  does  not 
appear  to  have  increased  over  the  past  two  decades.  Similarly,  while  the  approximate 
number  of  securities  class  actions  filed  during  the  past  three  years  is  significantly  higher 
than  during  the  1980s,  the  numbers  do  not  reveal  the  type  of  increase  that  ordinarily 
would  be  characterized  as  an  'explosion. ""  [Emphasis  Added.) 

Consider  also  the  following  points,  which  would  seem  to  call  into  question  the  assertion 
that  an  explosion  in  securities  law  cases  has  harmed  capital  formation: 

o  Over  the  last  20  years,  stock  offerings  and  stock  trading  activities  have 
increased  dramatically  and  have  been  at  all-time  record  levels,  yet  the  level 
of  securities  class  action  lawsuits  today  is  essentially  the  same  as  that  of 
some  20  years  ago.' 

o  The  number  of  securities  fraud  class  action  lawsuits  filed  is  approximately 
300  per  year,  out  of  total  new  federal  suit  court  filings  of  approximately 
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225,000  suits  per  year.  In  other  words,  securities  actions  represent  just  .13 
percent  of  the  total  federal  caseload.  As  a  percentage  of  all  federal  court 
filings,  securities  class  actions  have  declined  over  the  past  20  years.  Total 
federal  court  filings  have  grown  by  122  percent,  from  103,530  in  1974  to 
229,850  in  1993,  while  the  number  of  securities  class  actions  filed  has 
declined  by  2.3  percent,  from  305  in  1974  to  298  in  1993.^ 

o  In  a  study  designed  to  calculate  any  correlation  between  imminent  litigation 
and  a  single  day's  10  percent  decline  in  the  price  of  a  company's  exchange 
listed  stock,  the  results  were  less  than  dramatic:  only  2.8  percent  of  such 
companies  were  found  to  be  the  subject  of  a  lawsuit.'" 

o  While  there  are  more  than  14,000  U.S.  companies  reporting  to  the  SEC, 
only  1 13  of  them  were  sued  in  securities  class  action  suits  in  1992.  In  1991 , 
just  122  companies  were  sued.  As  such,  it  appears  that  less  than  one 
percent  of  U.S.  public  companies  are  sued  for  securities  fraud  each  year." 
This  cannot  be  described  as  a  litigation  explision,"  nor  is  it  fair  to 
characterize  this  level  of  litigation  as  unfairly  burdening  public  companies  in 
the  U.S. 

Given  this,  NASAA  fails  to  see  how  dramatically  limiting  access  to  the  courts  for  defrauded 
investors  will  result  in  any  significant  decrease  in  the  overall  civil  litigation  caseload. 
Finally,  even  if  there  had  been  some  increase  in  the  number  of  securities  fraud  cases 
filed,  NASAA  suggests  that  it  would  be  reasonable  to  assume  that  such  an  increase 
directly  correlated  to  a  rise  in  the  number  of  securities  frauds  being  committed. 

Despite  an  abundance  of  evidence  to  the  contrary,  let  us  assume  for  a  moment  that 
financial  services  firms  have  in  fact  been  unfairly  targeted  by  unscrupulous  plaintiffs' 
attorneys  seeking  to  enrich  themselves  at  the  expense  of  these  honest  companies.^' 
What  procedural  tools  are  available  to  address  such  abuses? 

There  is  emerging  evidence  which  suggests  that  the  Federal  Rules  of  Civil  Procedure  are 
playing  an  increasingly  important  role  in  weeding  out  frivolous  or  meritless  securities 
lawsuits.  In  particular.  Federal  Rules  of  Civil  Procedure  9  and  1 1  place  a  substantial 
burden  on  victims  to  plead  their  cases  with  particularity  and  to  make  a  reasonable 
investigation  before  filing  their  cases.  Rule  23  (governing  class  action  proceedings)  and 
Rule  26  (discovery)  also  may  play  a  role  in  deterring  unwarranted  suits.  In  addition,  the 
Civil  Justice  Reform  Act  of  1990  may  serve  as  the  basis  for  even  further  streamlining  of 
the  litigation  process.  These  issues  are  discussed  in  brief  below. 
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Rule  9.  Federal  Rule  of  Civil  Procedure  9(b)  requires  that  securities  fraud 
claims  be  pleaded  with  particularity  and  that  each  defendant's  role  in  the 
illegal  fraud  be  set  forth  in  detail.  In  testimony  before  this  Subcommittee  on 
July  22,  1994,  SEC  Chairman  Arthur  Levitt  commented:  "One  device 
frequently  used  to  screen  out  deficient  securities  fraud  cases  is  Rule  9(b) 
of  the  Federal  Rules  of  Civil  Procedure,  which  requires  that  plaintiffs  allege 
fraud  with  particularity.  As  a  general  matter,  the  federal  courts  appear  to  be 
granting  dispositive  motions  dismissing  securities  law  cases  with  greater 
frequency  than  in  the  past."''  A  report  recently  filed  by  the  U.S.  Senate 
Securities  Subcommittee  reached  a  similar  conclusion:  "Despite  the  splits 
in  the  circuits  over  how  to  apply  Rule  9(b),  there  is  evidence  that  in  recent 
years  courts  have  begun  to  use  Rule  9(b),  as  well  as  motions  for  summary 
judgment  and  motions  to  dismiss,  to  screen  out  a  greater  number  of 
securities  cases."'" 

Rule  11.  This  rule  permits  a  U.S.  district  court  judge  to  impose  sanctions, 
including  requiring  plaintiffs'  lawyers  to  pay  the  defendants'  legal  fees,  for 
any  complaint  filed  without  adequate  investigation  and  factual  basis,  it  is 
our  understanding  that  millions  of  dollars  in  Rule  1 1  sanctions  have  been 
imposed  in  just  the  past  few  years.  Judges  have  not  been  hesitant  to  use 
Rule  11  sanctions  where  deemed  appropriate,  including  cases  involving 
plaintiff  lawyer  abuses,'^  unfounded  pleadings,'^  and  misstatements  made 
to  the  court.'' 

A  comprehensive  review  of  Rule  1 1  's  applications  and  effects  was  recently 
conducted  by  the  American  Judicature  Society.'*  To  get  a  broad,  national 
perspective,  the  surveyors  chose  to  examine  Rule  1 1  activity  in  three  federal 
judicial  circuits:  the  Fifth,  Seventh,  and  Ninth.  These  three  circuits  were 
chosen  because  they  provided  both  significant  geographic  diversity  (south, 
midwest  and  west)  and  variability  in  the  perceived  incidence  of  Rule  11 
motions  and  sanctions.  A  random  sample  of  cases  was  drawn  from  the 
1989-90  civil  dockets  and  the  lead  attorney  from  each  side  was  included 
in  the  sample.  Among  the  findings  of  the  survey;  (1)  the  frequency  of 
formal  Rule  1 1  activity  is  significant  but  not  necessarily  large;  (2)  frivolous 
suits  or  claims  was  the  most  frequent  response  to  the  question  asked  about 
the  basis  for  Rule  1 1  motions  and  sanctions;  and  (3)  when  asked,  "What  is 
the  biggest  impact,  if  any,  of  the  sanctioning  provisions  of  Rule  1 1  on  your 
practice?,"  the  most  frequently  cited  impact  was  "more  factual  investigation." 
It  would  appear  that  Rule  1 1  has  tremendous  potential  for  deterring  the 
frivolous  cases  of  concern  to  this  Subcommittee  and  others. 


241 


o  Rule  23(a).  In  order  for  a  case  to  proceed  as  a  class  action,  the  court  must 
certify  the  class  by  finding  that  the  requirements  of  Rule  23  of  the  Federal 
Rules  of  Civil  Procedure  have  been  met.  This  rule  requires  that  plaintiffs 
who  are  seeking  class  certification  demonstrate  that:  (1)  the  class  is  too 
numerous  for  all  of  its  members  to  be  joined  as  active  parties  to  the  case; 
(2)  the  questions  of  law  or  fact  are  common  to  the  entire  class;  (3)  the 
claims  or  defenses  of  the  parties  who  seek  to  represent  the  class  are  typical 
of  the  claims  or  defenses  of  the  entire  class;  and  (4)  the  representative 
parties  will  fairly  and  adequately  represent  the  class. 

o  Rule  26.  Rule  26  of  the  Federal  Rules  of  Civil  Procedure  deals  with  the 
issue  of  discovery.  It  is  NASAA's  understanding  that  there  have  been 
discussions  related  to  proposed  revisions  to  the  this  Rule.  The  primary  goal 
of  the  talks  was  an  attempt  to  reduce  the  costs  and  time  consuming  aspect 
of  civil  discovery  by  imposing  on  the  parties  to  a  suit  a  duty  to  disclose 
basic  and  detailed  information  without  waiting  for  a  formal  discovery 
request. 

o  Civil  Justice  Reform  Act  (CJRA).  Passed  in  1990,  the  nation's  federal 
district  courts  now  are  implementing  the  CJRA.  Under  this  Act,  each  district 
court  must  draw  up  a  plan  whereby  each  civil  case  will  be  evaluated  early 
on  and  assigned  to  fast,  very  fast  or  complex  tracks.  The  plans  are  being 
crafted  with  guidance  from  local  advisory  panels  of  lawyers,  judges, 
academics  and  other  persons.  Although  congressional  focus  in  CJRA  was 
concentrated  primarily  in  the  areas  of  civil  discovery  and  alternative  dispute 
resolution,  the  procedural  changes  being  effected  by  the  district  courts  may 
cover  broader  areas  of  civil  litigation.  The  first  batch  of  plans  involving  34 
district  courts  was  sent  to  Congress  in  June  1992.  The  remaining  60 
districts  were  to  complete  their  plans  by  December  1993.'' 

NASAA  would   agree   with   SEC   Chairman   Levitt,   who,    in   testimony    before   this 
Subcommittee,  observed  that. 

The  class  action  mechanism  generally  furthers  judicial  efficiency  and  makes 
it  feasible  for  a  broad  group  of  investors  who  have  relatively  small  individual 
claims  to  maintain  an  action  for  damages.  This  aggregation  of  claims 
causes  class  actions  to  have  a  powerful  deterrent  effect.  Because  the 
Commission  cannot  possibly  take  enforcement  action  to  address  all 
instances  of  securities  fraud,  the  deterrence  provided  by  class  action 
lawsuits  is  essential  to  the  effective  operation  of  the  federal  securities 
laws.'" 
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As  a  result,  NASAA  would  urge  this  Subcommittee  and  Congress  to  move  cautiously  in 
terms  of  reforming  the  securities  litigation  process.  Balanced  against  any  attempt  to  weed 
out  frivolous  suits  must  be  the  overriding  interest  of  preserving  remedies  to  defrauded 
investors. 

COMMENTS  ON  KEY  PROVISIONS  IN  H.R.  417 

This  Subcommittee  currently  has  before  it  H.R.  417,  the  "Securities  Private  Enforcement 
Reform  Act."  Although  the  "reforms"  contained  in  H.R.  417  have  been  characterized  by 
some  proponents  as  "anti-lawyer"  in  nature,  they  more  accurately  may  be  seen  as  being 
anti-investor  in  nature.  Simply  put,  there  is  nothing  in  the  bill  that  would  help  defrauded 
investors  in  legitimate  cases  recover  even  a  penny  more.  Although  some  proponents 
have  claimed  that  the  bill  would  benefit  investors,  the  truth  is  that,  taken  as  a  whole,  the 
bill  would  so  severely  limit  the  rights  of  defrauded  investors  to  redress  and  recovery  that 
any  concessions  in  their  favor  are  all  but  meaningless. 

For  these  reasons,  NASAA  opposes  the  following  provisions  of  H.R.  417: 

Letting  some  parties  to  fraud  off  the  hoolf.  Under  current  law,  each  defendant 
who  conspires  to  commit  a  violation  of  the  securities  law  is  jointly  and  severally  liable  for 
aN  the  damages  resulting  from  the  violation.  As  such,  the  doctrine  of  joint  and  several 
liability  holds  defendants  in  a  securities  fraud  case  responsible  for  the  entire  amount  of 
damages  if  the  other  defendants  are  unable  to  pay  their  share.  The  underlying  rationale 
of  this  concept  is  that  a  fraud  will  fail  if  one  of  the  participants  reveals  its  existence  and, 
as  a  result,  all  wrongdoers  are  held  equally  culpable  if  the  fraud  achieves  its  aims.  This 
has  been  an  extremely  important  concept  with  respect  to  the  sophisticated  financial  frauds 
of  recent  years,  which  could  not  have  succeeded  without  the  active  assistance  of 
professionals  such  as  accountants  and  lawyers. 

H.R.  417  would  turn  this  common  sense  approach  on  its  head  by  declaring  that  only  a 
person  who  commits  "knowing  securities  fraud"  could  be  held  jointly  and  severally  liable. 
A  defendant  would  commit  "knowing  securities  fraud"  when  he  or  she  (1)  "makes  a 
material  representation  with  actual  knowledge  that  the  representation  is  false,  or  omits  to 
make  a  statement  with  actual  knowledge  that,  as  a  result  of  the  omission,  one  of  the 
material  representations  is  false;  arid  (2)  "knows  that  the  other  persons  are  likely  to  rely 
on  that  misrepresentation  or  omission."  As  such,  the  bill  would  appear  to  condone 
reckless  conduct  in  securities  transactions  because  those  who  engaged  in  such  conduct 
would  be  specifically  exempted  from  joint  and  several  liability. 

When  weighing  the  arguments  of  the  defenders  and  critics  of  joint  and  several  liability,  it 
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is  important  to  remember  that,  above  all  else,  the  purpose  of  the  current  system  is  to 
protect  the  rights  of  defrauded  investors.  If  forced  to  choose  between  innocent  investors 
who  are  victimized  in  a  scheme  and  professionals  who  have  knowingly  or  recklessly 
assisted  the  fraud  by  failing  to  meet  professional  standards,  the  risk  of  financial  loss 
rightfully  is  borne  by  the  professionals,  and  not  the  innocent  victims. 

Federal  District  Judge  Stanley  Sporkin,  in  his  opinion  in  one  savings  and  loan  case, 
summed  up  the  theory  behind  joint  and  several  liability: 

Where  were  these  professionals ...  when  these  clearly  improper  transactions 
were  being  consummated?  Why  didn't  any  of  them  speak  up  or 
disassociate  themselves  from  the  transactions?  Where  also  were  the 
outside  accountants  and  attorneys  when  these  transactions  were 
effectuated? 

In  a  subsequent  speech.  Judge  Sporkin  elaborated: 

For  this  kind  of  massive,  very  sophisticated  fraud  to  have  occurred,  it 
required  the  complicity  of  certain  professionals  that  we  all  know  of  —  CPAs, 
lawyers  and  appraisers.  I'm  suggesting  that  perhaps  these  professionals 
did  not  discharge  their  responsibilities  to  the  broader  public  interest. 

An  important  lesson  to  be  learned  from  the  massive  financial  frauds  of  the  1980s  is  that 
these  schemes  often  involve  not  only  the  primary  wrongdoers  who  are  central  to  the 
criminal  enterprise,  but  also  the  professionals  --  such  as  lawyers  and  accountants  --  who 
assist  the  fraud.  In  many  instances,  these  financial  crimes  could  not  have  succeeded 
without  the  participation  of  the  accounting  firms  and  law  firms  that  conferred  credibility 
upon  the  enterprises.  As  a  result,  this  provision  is  contrary  to  the  public  interest  of 
deterring  securities  fraud  and  should  not  be  adopted. 

Undercutting  the  extension  of  the  statute  of  limitations.  Under  current  law  as 
interpreted  by  the  U.S.  Supreme  Court  in  its  1991  decision  in  the  Lampf  case,  private 
actions  under  Section  10(b)  of  the  Securities  Exchange  of  1934  must  be  filed  within  one 
year  after  discovery  of  the  alleged  violation,  and  no  more  than  three  years  after  the 
violation  occurred,  it  is  generally  agreed  that  this  period  is  too  short,  given  the  fact  that 

securities  fraud  is  inherently  complex  and  easily  concealed.  While  we  applaud  the  bill 
drafters'  willingness  to  extend  the  statute  of  limitations,  we  object  to  the  imposition  of  a 
so-called  "reasonable  diligence"  standard  under  which  defrauded  investors  would  have 
to  bring  suit  by  the  earlier  of  five  years  after  the  violation  or  one  year  after  the  violation 
was  discovered  "or  should  have  been  discovered  through  the  exercise  of  reasonable 
diligence." 
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The  constructive  notice  standard  no  doubt  will  be  raised  as  a  matter  of  course  by 
defendants  and,  ironically,  may  spur  more  litigation.  The  likely  effect  is  that  the  courts  will 
be  deluged  for  years  to  come  with  suits  aimed  at  defining  what  "the  exercise  of  due 
diligence"  means.  Does  it  mean  the  same  thing  for  an  investor  with  a  MBA  degree  and 
an  investor  with  a  high  school  education?  Does  it  mean  the  same  thing  for  a 
sophisticated  and  experienced  investor  and  a  novice  investor?  It  would  be  ironic  if  a  bill 
that  is  premised  on  reducing  litigation  included  a  provision  that  would  unnecessarily 
increase  the  amount  of  litigation. 

NASAA  supports  a  statute  of  limitations  tied  to  the  actual  discovery  of  fraud,  rather  than 
to  the  point  in  time  when  a  plaintiff  "should  have"  discovered  the  fraud.  In  this  respect, 
NASAA  is  in  agreement  with  former  SEC  Chairman  Richard  Breeden  who  said, 

A  'reasonable  diligence'  standard  is  unfair  to  fraud  victims  because  almost 
every  defendant  can  allege  that  a  plaintiff  'should  have'  discovered  a  fraud 
earlier.  Thus,  this  requirement  would  prompt  a  considerable  amount  of 
needless  litigation  to  resolve  subtle  shadings  of  what  an  investor  could  or 
might  have  done.^' 

Moreover,  the  provision  that  a  fraud  action  may  not  be  pursued  in  any  case  more  than 
five  years  after  the  violation  has  been  committed  simply  is  not  sufficient.  Consider  that 
some  types  of  investment  instruments  involve  an  expected  life  which  extends  well  beyond 
the  five-year  cut-off  period  established  by  the  proposed  legislation.  For  example,  limited 
partnership  investments  ~  in  which  investors  poured  more  than  $150  billion  in  the  last 
decade  -  often  run  for  as  many  as  seven  to  10  years.  Until  very  recently,  customer 
account  statements  for  limited  partnerships  -  a  primary  means  of  detecting  fraud  or 
misconduct  -  reflected  only  the  original  purchase  price  of  the  partnership  interests,  not 
the  current  market  value.  Therefore,  for  the  vast  majority  of  limited  partners,  it  was  only 
upon  the  expiration  of  the  partnership  that  misconduct  or  wrongdoing  was  uncovered. 
Under  the  standards  articulated  in  H.R.  417,  that  investor  would  be  precluded  from 
seeking  redress  in  the  courts,  for  no  reason  other  than  the  decision  to  purchase  a  long- 
term  investment.  At  the  very  time  when  U.S.  policymakers  are  seeking  to  encourage 
long-term  investing  as  a  means  of  stimulating  capital  formation,  NASAA  would  suggest 
that  it  is  unwise  to  simultaneously  send  the  signal  that  long-term  investments  are  made 
at  a  significant  risk  to  the  buyer  because  of  restrictions  on  avenues  of  redress  should 
fraud  occur. 

It  also  should  be  pointed  out  that  fraud  arising  in  connection  with  Section  10(b)  may  be 
delayed  in  surfacing  because  it  involves  unregistered  and  exempt  securities,  such  as 
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municipal  bonds  or  venture  capital  deals.  Investors  in  these  instruments  often  have  no 
access  to  any  organized  and  regulated  method  of  ongoing  reporting  and  are  provided 
information  only  at  the  whim  of  the  promoter. 

Denying  small  defrauded  investors  access  to  the  courts.  Because  of  a 
national  policy  in  favor  of  access  to  justice,  the  United  States  has  used  for  200  years  the 
"American  Rule,"  with  each  side  in  a  dispute  generally  paying  its  own  fees  and  costs. 
Borrowing  from  the  so-called  "English  Rule,"  H.R.  417  would  require  a  court  to  impose 
fees  and  costs  against  the  losing  party  in  a  securities  fraud  action  unless  the  judge 
determined  that  the  position  of  the  losing  party  was  "substantially  justified." 

This  provision  would  have  a  devastating  and  chilling  effect  on  investor  suits  and  would 
be  especially  oppressive  in  those  cases  where  smaller  investors  are  involved  and  have 
an  action  against  a  large,  well-heeled  corporation.  Few  aggrieved  investors  -  if  any  -- 
would  be  willing  to  risk  having  to  pay  the  millions  in  legal  fees  that  such  defendants  easily 
can  run  up. 

Imposing  unreasonable  standards  for  fraud  pleadings  The  proposed 
legislation  would  impose  new  and  specific  pleading  and  burden  of  proof  requirements  to 
support  a  10b-5  complaint  in  federal  court.  Under  the  bill,  a  plaintiff  would  have  to  allege 
in  the  complaint  specific  facts  demonstrating  that  the  defendant  acted  with  scienter.  This 
new  requirement  would  go  well  beyond  what  are  currently  acceptable  standards  of 
pleading  fraud  with  specificity.  For  example,  plaintiffs  may  not  know  at  the  pleading  stage 
information  about  a  defendant's  state  of  mind,  which  usually  is  not  within  a  plaintiff's 
knowledge  until  after  discovery.  Therefore,  such  information  could  not  be  included  in  a 
complaint.  It  should  be  pointed  out  that  this  provision  would  appear  to  directly  overrule 
Rule  9(b)  of  the  Federal  Rules  of  Civil  Procedure.  Finally,  H.R.  417  would  force  victims 
of  securities  fraud  to  prove  this  state  of  mind  by  "clear  and  convincing"  evidence,  rather 
than  by  a  "preponderance  of  the  evidence."" 

RECOMMENDATIONS:  LENGTHEN  THE  STATUTE  OF  LIMITATIONS  and 
RESTORE  AIDING  AND  ABETTING  LIABILITY 

Mr.  Chairman  and  fviembers  of  the  Subcommittee,  although  NASAA  is  opposed  to  the 
securities  litigation  reform  measures  that  have  been  advanced  to  date,  the  Association 
believes  that  Congress  should  address  the  two  recent  Supreme  Court  decisions  that  have 
significantly  narrowed  the  scope  of  private  actions  under  the  federal  securities  laws. 

Specifically,  NASAA  respectfully  recommends  that  Congress  address  the  Supreme  Court's 
1994  Central  Bank  decision  and  restore  the  previously  well-established  investor  right  to 
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pursue  a  private  action  against  persons  who  substantially  assist  a  securities  fraud.  In 
addition,  the  Association  respectfully  recommends  that  Congress  address  the  Supreme 
Court's  1991  Lampf  decision  by  enacting  an  express  statute  of  limitations  that  would  allow 
a  case  to  be  filed  within  three  years  after  discovery  of  the  violation. 

NASAA  also  believes  there  are  other  potential  areas  for  reform  of  securities  class  actions 
that  may  be  worthy  of  further  exploration  by  the  Association,  this  Subcommittee,  and 
other  interested  parties.  The  guiding  principle  of  NASAA  in  evaluating  any  such  reforms 
is  that  they  must  preserve  the  investor  protection  and  deterrence  benefits  of  private 
actions,  while  at  the  same  time  discouraging  frivolous  suits. 

As  a  result  of  the  state  role  in  a  few  recent  class  actions,  NASAA  and  its  members  have 
had  an  opportunity  to  see  first-hand  the  problems  that  can  crop  during  the  process. 
For  example,  while  state  and  federal  regulators  were  investigating  the  massive  fraud  by 
Prudential  Securities  in  the  sale  of  limited  partnerships,  some  investors  hired  counsel  and 
sought  redress  in  the  courts.  Unfortunately,  one  attorney  hired  to  represent  a  group  of 
plaintiffs  in  their  pursuit  of  a  class  action  claim  was  prepared  to  settle  the  case  for  only 
pennies  on  the  dollar.  Several  other  plaintiffs'  attorneys  objected  to  the  settlement,  as  did 
many  state  securities  regulators.  The  securities  regulators  in  several  states  intervened  in 
the  matter  and  were  successful  in  convincing  the  judge  presiding  over  the  case  to 
postpone  action  until  the  states  had  completed  their  investigation  into  the  matter.  In  the 
process  of  working  with  investors  involved  in  this  case,  state  securities  regulators  became 
aware  that  investors  found  it  extremely  difficult  to  understand  the  notice  documents  they 
receive  as  a  participant  in  a  class  action.  The  notices  sent  to  class  members  often  are 
impenetrable  --  thick,  dense  and  filled  with  legalese  --  and  of  little  value  to  an  average 
investor  trying  to  determine  whether  he  or  she  should  participate  in  the  proposed 
settlement.  One  of  the  major  deficiencies  in  the  disclosure  is  that  investors  are  not  even 
told  what  they  should  expect  in  terms  of  recovery  if  the  settlement  is  approved.  While  the 
need  to  significantly  improve  the  disclosure  in  class  actions  is  not  the  only  potential 
reform,  it  certainly  reflects  what  NASAA  believes  is  the  one  of  the  most  glaring  problems 
in  the  process. 

The  balance  of  this  statement  will  focus  on  the  pressing  need  to  address  the  statute  of 
limitations  and  aiding  and  abetting  issues.  NASAA  would  suggest  that,  in  the  context  of 
considering  such  legislation.  Congress  may  also  want  to  take  the  opportunity  to  examine 
other  reform  measures  that  will  work  to  preserve  the  rights  of  defrauded  investors  and 
that  may  also  address  some  of  the  problem  areas  identified  in  securities  class  actions. 
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Lengthen  the  Statue  of  Limitations 

As  discussed  previously,  the  Supreme  Court  in  its  1991  Lampf  decision  adopted  a 
uniform  limitations  period  for  private  actions  under  Section  10(b)  of  the  Exchange  Act  and 
Rule  10b-5.  The  limitations  period  requires  investors  to  bring  such  actions  within  one  year 
of  discovery  of  the  facts  constituting  the  fraud,  but  not  later  than  three  years  after  the 
fraud  occurs.  As  a  practical  matter,  this  unduly  short  leash  for  securities  fraud  private 
actions  eviscerates  the  rights  of  investors  to  seek  recovery  from  those  who  participate  in 
knowing  and  deliberate  fraudulent  activity.  As  a  result,  NASAA  respectfully  recommends 
that  Congress  modify  ttie  result  in  Lampf  by  adopting  a  longer  statute  of  limitations  for 
implied  private  actions  under  the  Securities  Exchange  Act  of  1934.  The  guiding  principle 
here  should  be  to  adopt  a  statute  of  limitations  that  ensures  that  fraud  victims  have  a 
reasonable  opportunity  to  have  their  case  heard  in  court.  Further,  NASAA  supports  a 
statute  of  limitations  tied  to  the  actual  discovery  of  fraud  rather  than  to  the  point  in  time 
when  a  plaintiff  "should  have"  discovered  the  fraud. 

It  is  the  experience  of  state  securities  regulators  that  victims  of  investment  fraud  often 
have  no  way  of  knowing,  nor  reason  to  suspect  for  what  may  be  many  years,  the  truth 

about  the  mishandling  or  abuse  of  their  investments.  Even  once  a  suspicion  of 
wrongdoing  does  arise,  bringing  out  sufficient  facts  to  merit  filing  a  lawsuit  may  take 
additional  and  substantial  periods  of  time.  Most  investors  do  not  enter  into  a  financial 
relationship  with  the  expectation  that  they  will  be  defrauded,  particularly  when  the 
stockbroker  or  other  financial  professional  with  whom  they  are  doing  business  has  a 
fiduciary  obligation  of  full  disclosure.  If  these  investors  later  receive  financial  statements 
and  other  official  documents  showing  assets  or  growth  earnings,  they  will  be  even  less 
likely  to  suspect  that  they  are  being  defrauded. 

The  increasing  complexity  of  the  securities  markets  facilitates  the  act  of  concealment  that 
is  inherent  in  most  securities  fraud  cases.  As  a  result,  more  and  more  investment 
vehicles  are  tailor-made  to  outlast  the  three-year  period  of  repose  required  under  the 
Court's  Lampf  ruling.  For  example,  Ponzi  schemes  can  maintain  the  illusion  of  a  profit- 
making  enterprise  for  years,  as  money  from  new  investors  is  used  to  pay  off  existing 
Investors.   It  may  be  many  years  before  such  a  scheme  collapses  under  its  own  weight. 

When  sentencing  financier  Michael  Milken,  U.S.  District  Judge  Kimba  Wood  underscored 
the  ease  with  which  securities  fraud  may  be  concealed  and  the  damage  inflicted  by  such 
behavior  on  both  the  capital  markets  and  investors: 

...  [there  is]  a  legitimate  public  concern  ...  that  our  financial  markets  in 
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which  so  many  people  who  are  not  rich  invest  their  savings  be  free  of 
secret  manipulation  ...  [Y]ou  may  have  committed  only  subtle  crimes  not 
because  you  were  not  disposed  to  any  criminal  behavior  but  because  you 
were  willing  to  commit  only  crimes  that  were  unlikely  to  be  detected.  We 
see  often  in  this  court  individuals  who  would  be  unwilling  to  rob  a  bank,  but 
who  readily  cash  Social  Security  checks  that  are  not  theirs  when  checks 
come  to  them  in  the  mail  because  they  are  not  likely  to  be  caught  doing  so 
...  You  also  committed  crimes  that  are  hard  to  detect,  and  crimes  that  are 
hard  to  detect  warrant  greater  punishment  in  order  to  be  effective  in 
deterring  others  from  committing  them." 

As  previously  discussed,  consider  also  the  fact  that  some  types  of  investment  instruments 
involve  an  expected  life  which  extends  well  beyond  the  three-year  cut-off  period 
established  by  Lampf.  For  example,  limited  partnership  investments  ~  in  which  investors 
have  poured  more  than  $150  billion  since  1980  -  often  run  for  as  many  as  seven  to  10 
years.  Holders  of  zero  coupon  bonds  will  face  similar  difficulties  in  uncovering  fraud  in 
the  short  period  of  time  allowed  under  Lampf. 

Even  when  securities  fraud  is  detected,  it  is  the  experience  of  state  securities  regulators 
that  many  -  if  not  most  ~  cases  involving  investment  fraud  take  more  than  one  year  from 
the  onset  of  an  inquiry  -  or  "discovery"  -  to  carry  out  the  investigation  and  commence 
litigation.  In  fact,  the  SEC  has  acknowledged  that  the  Commission,  even  with  all  of  Its 
investigative  resources  and  statutory  powers,  including  compulsory  investigative 
processes,  does  not  complete  Its  investigations,  on  average,  in  less  than  2.25  years.^^ 
Therefore,  the  Lampf  decision  would  have  the  effect  of  frustrating  even  the  most 
organized  and  targeted  investigations  of  fraud. 

Based  on  experience,  NASAA  members  know  that  many  potential  plaintiffs  in  cases 
involving  fraudulent  schemes  are  unaware  of  their  cause  of  action  or  cannot  move  to 
proceed  with  a  cause  of  action  during  the  first  year  after  a  violation  occurs.  The  limitation 
on  actions  imposed  by  Lampf  will  result  in  a  great  loss  to  investors  simply  because  the 
perpetrators  of  a  fraudulent  scheme  may  be  clever  enough  to  mask  detection  for  a  period 
of  time.  In  addition,  even  relatively  simple  stock  manipulation  schemes  may  Involve 
transactions  that  never  could  be  unraveled  and  organized  into  intelligible  pleadings  and 
proof  in  the  one  year  time  allotted  after  investors  become  suspicious  that  something  may 
be  amiss  and  arguably  are  put  on  notice  that  they  should  have  known  of  the  violation. 

NASAA's  position  is  that  it  is  reasonable  to  impose  a  statute  which  limits  actions  to 
within  three  years  after  one  knew  of  the  facts  constituting  the  violation  on  which 
recovery  is  sought. 
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Our  final  point  here  concerns  the  general  issue  of  when  it  is  that  the  statute  of  limrtations 
kicks  in  --  either  when  the  violation  actually  was  discovered  or  when  the  violation  should 
have  been  discovered.  As  discussed  previously,  NASAA  supports  a  statute  of  limitations 
tied  to  the  actual  discovery  of  fraud  rather  than  to  the  time  when  a  plaintiff  "should  have" 
discovered  the  fraud.  A  "reasonable  diligence"  stand  imputes  to  a  plaintiff  the  knowledge 
that  could  have  been  learned  about  a  fraud  rf  ail  the  facts  at  the  plaintiff's  disposal  had 
been  investigated  with  reasonable  diligence.  In  financial  markets,  these  signals  may  often 
be  ambiguous.  An  absence  of  a  duty  of  inquiry  does  not  entitle  investors  to  ignore  clear 
evidence  of  fraud. 

Restore  Aiding  and  Abetting  Liability 

In  one  of  the  most  important  securities-related  decisions  in  many  years,  the  U.S.  Supreme 
Court  on  April  19,  1994,  issued  its  decision  in  Central  Bank  of  Denver,  N.A.  v.  First 
Interstate  Bank  of  Denver,  N.A.  By  a  5-4  vote,  the  Court's  majority  held  that  there  is  no 
private  implied  right  of  action  for  aiding  and  abetting  under  Section  10(b)  of  the  Securities 
Exchange  Act  of  1934  and  Securities  and  Exchange  Rule  10b-5.  In  so  deciding,  the 
Court  overruled  decades  of  precedent  from  1 1  federal  courts  of  appeals  that  had 
recognized  a  private  cause  of  action  against  aiders  and  abettors  under  Section  10(b)  and 
Rule  10b-5. 

The  Court  found  that  Congress  did  not  intend  that  an  aiding  and  abetting  cause  of  action 
be  implied  under  Rule  10b-5,  since  that  language  is  absent  from  every  express  securities 
law  private  remedy  and  the  Court  opined  that  "statutory  silence  cannot  be  interpreted  as 
tantamount  to  an  explicit  congressional  intent  to  impose  Section  10(b)  aiding  and  abetting 
liability.-^" 

The  four  dissenting  justices  in  Central  Bankbook  a  different  view^^: 

In  hundreds  of  judicial  and  administrative  proceedings  in  every  circuit  in  the 
federal  system,  the  courts  and  the  SEC  have  concluded  that  aiders  and 
abettors  are  subject  to  liability  under  Section  10(b)  and  Rule  10b-5  ...  All  1 1 
Courts  of  Appeals  to  have  considered  the  question  have  recognized  a 
private  cause  of  action  against  aiders  and  abettors  under  10(b)  and  Rule 
10b-5. 

It  is  deeply  troubling  to  NASAA  that,  as  a  result  of  the  Court's  decision,  those 
professionals  who  substantially  and  knowingly  assist  a  securities  law  violation  may  be  in 
a  position  to  avoid  sanctions  all  together.  One  consequence  of  the  Central  Bank  decision 
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is  that  it  will  be  difficult,  if  not  impossible,  for  investors  in  many  cases  to  recover  financial 
losses  due  to  fraud.  Investors  who  are  defrauded  often  have  found  that  the  "primary 
violators"  are  unable  to  meet  all  or  most  of  the  losses  incurred,  and  so  plaintiffs  have 
sought  recovery  from  the  professionals,  such  as  accountants  and  lawyers,  who  have 
aided  and  abetted  the  wrongdoing.  As  a  result  of  the  Supreme  Court's  decision, 
investors  may  no  longer  be  able  to  recover  from  these  professionals  when  they 
substantially  assist  in  a  securities  fraud,  even  if  these  professionals  act  knowingly  or  with 
a  high  degree  of  recklessness. 

NASAA  respectfully  encourages  Congress  to  enact  legislation  to  reverse  the  Supreme 
Court's  Central  Bank  decision  and  to  explicitly  restore  the  authority  under  Section  10(b) 
and  Rule  10b-5  for  the  SEC  and  private  litigants  to  bring  appropriate  actions  against 
persons  who  aid  and  abet  securities  fraud.  What  standards  should  be  articulated  in  any 
such  legislation  in  order  to  protect  against  vexatious  litigation  and  the  lack  of  predictability 
in  such  suits?  NASAA  suggests  that  such  legislation  should  reaffirm  what  virtually  every 
lower  federal  court  to  deal  with  the  issue  has  held:  that  recklessness  is  the  culpability 
standard  under  Section  10(b).  The  legislation  could  define  aiding  and  abetting  in 
traditional  terms  as  involving:  (1)  a  primary  violation  of  the  securities  laws;  (2)  knowledge 
of,  or  recklessness  with  respect  to,  the  primary  violation;  and  (3)  substantial  assistance. 
Such  a  three-pronged  test  should  adequately  protect  against  the  threat  of  vexatious 
litigation.  At  the  same  time,  NASAA  suggests  that  these  standards  should  not  be  so  high 
as  to  render  the  legislation  meaningless  in  practical  effect. 

Such  legislation  is  essential  to  maintaining  the  integrity  of  the  marketplace  and  to 
providing  defrauded  investors  with  adequate  means  of  redress.  Aiding  and  abetting 
liability  has  played  a  crucial  role  in  helping  taxpayers  and  defrauded  investors  recover 
some  of  their  losses  from  the  unprecedented  financial  frauds  of  the  last  decade.  In 
addition,  the  prospect  of  potential  liability  for  aiding  and  abetting  serves  as  a  powerful 
deterrent  that  effectively  and  efficiently  supplements  the  SEC's  efforts  to  enforce  the 
securities  laws.   It  is  essential  that  this  remedy  be  preserved. 

CONCLUSION 

The  strength  and  stability  of  our  nation's  securities  markets  depend  in  large  measure  on 
investor  confidence  in  the  fairness  and  efficiency  of  these  markets.   In  order  to  maintain 
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this  confidence,  it  is  critical  that  investors  have  effective  remedies  against  persons  who 
violate  the  anti-fraud  provisions  of  the  securities  laws.  Although  the  SEC,  state  securities 
regulators  and  self-regulatory  organizations  (SROs)  all  devote  substantial  resources  to 

detecting  and  prosecuting  securities  law  violators,  private  actions  under  Section  10(b)  of 
the  Securities  Exchange  Act  of  1934  serve  as  the  primary  vehicle  for  compensating 
defrauded  investors.^^  The  threat  of  private  actions  also  play  an  important  role  in 
deterring  securities  law  violations.  In  short,  private  actions  under  the  federal  securities 
laws  are  essentia!  to  deter  prospective  criminals,  compensate  the  victims  of  fraud,  and 
maintain  public  confidence  in  the  marketplace.  H.R.  417  would  severely  undermine  the 
effectiveness  of  private  actions  and  should  not  be  adopted.  At  the  same  time,  NASAA 
respectfully  encourages  Congress  to  address  the  recent  and  unfortunate  Supreme  Court 
decisions  in  Lampf  and  Central  Bank,  and  to  explore  other  potential  areas  of  reform, 
providing  that  such  reforms  work  not  only  to  deter  frivolous  suits,  but  also  to  preserve  the 
investor  protection  and  deterrence  functions  of  private  actions. 

Thank  you. 


1 1 1  S.  Ct.  2773  (1991).  In  this  decision,  a  divided  Supreme  Court  held  that  any  private  civil  litigation 
instituted  pursuant  to  Section  10(b)  of  the  Securities  Exchange  Act  of  1934  and  Rule  l0b-5  thereunder  mu.st 
be  initiated  within  one  year  after  the  discovery  of  the  facts  constituting  the  violation  and  within  three  years 
after  such  violation  has  occurred. 

114  S.  a.  1439  (1994).  Prior  to  the  Supreme  Court's  decision  in  this  case,  the  federal  courts  of 
appeals  had  unanimously  held  that  a  private  right  of  action  existed  against  persons  who  aid  and  abet 
violations  of  Section  10(b)  and  Rule  10b-5.  Although  the  decision  did  not  specifically  address  enforcement 
actions  undertaken  by  the  Securities  and  Exchange  Commission,  it  has  created  considerable  uncertainty 
as  to  vifhether  the  Commission  has  the  authority  to  use  an  aiding  and  atDetting  theory  of  liability  where  it  Is 
not  expressly  provided  by  statute. 

'      482  U.S.  220. 

'       490  US.  477 

'  15  U.S.C.  Section  78j. 

'  Brief  of  the  Securities  and  Exchange  Commission  as  Amicus  Curiae  at  p.  23,  Lampf  v  Gilbertson,  90- 
333  (June  20.  1991). 

Testimony  of  William  R.  McLucas,  Director,  Division  of  Enforcement,  US.  Securities  and  Exchange 
Commission,  "Concerning  Prrvate  Litigation  Under  the  Federal  Securities  Laws."  Before  the  Subcommittee 
on  Securities,  Committee  on  Banking,  Housing  and  Urban  Affairs,  United  States  Senate,  June  17.  1993,  S. 
Hrg.  103-431. 

'  For  Information  regarding  the  level  of  capital  raising  activity,  see  the  April  25,  1994.  letter  from  Joel 
Seligman,  professor  of  law  at  The  University  of  Michigan  Law  School,  to  NASAA  President  Craig  Goettsch. 
In  that  letter,  Mr  Seligman  says:  "For  all  the  emotional  appeal  of  arguments  that  excessive  litigation  is 
destroying  capital  formation,  existing  data  Illustrate  a  quite  different  picture.  In  1992  the  Securities  and 
Exchange  Commission  reported  in  its  Annual  Report; 
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Despite  general  economic  conditions,  the  total  dollar  amount  of  securities  filed  for 
registration  with  the  SEC  during  1992  reached  a  record  of  over  $700  billion,  a  40  percent 
increase  from  the  approximately  $500  billion  registered  last  year.  The  number  of  issuers 
accessing  the  public  markets  for  the  first  time  soared,  with  initial  public  offering  (IPO)  filings 
of  equity  or  debt  reaching  $66.5  billion,  an  increase  of  about  53  percent  from  the  $43.6 
billion  filed  in  1991.  (SEC  Ann.  Rep.  52  (1992)) 

In  1993  the  Commission  reported  even  more  impressive  results: 

The  decline  in  interest  rates,  the  burgeoning  need  for  capital  for  businesses,  small 
and  large,  and  investor  demand  helped  to  fuel  a  record  level  of  offerings  filed  for 
registration  in  1993.  More  than  $868  billion  in  securities  were  filed  for  registration,  including 
over  $112  billion  of  initial  public  offerings,  equity  and  debt,  and  over  $46  billion  by  foreign 
companies.  (SEC  Ann.  Rep.  51  (1993))" 

For  information  concerning  the  number  of  securities  class  action  lawsuits  filed  in  the  United  States,  see 
Appendix  A  of  the  testimony  of  William  McLucas,  June  17,  1993.  (The  source  cited  in  the  testimony  is  the 
Administrative  Office  of  the  United  States  Courts.) 

'  See,  Appendix  A  of  the  testimony  of  William  McLucas,  June  17,  1993 

'°  See  "Private  Litigation  Under  the  Federal  Securities  Laws,"  Hearings  Before  The  Subcommittee  on 
Securities  of  the  Committee  on  Banking,  Housing  and  Urban  Affairs,  US.  Senate.  103rd  Congress.  First 
Session,  S.  Hrg.  103-431 ,  p.  878-883,  "PVR  (Princeton  Venture  Research  Inc.)  Analysis  of  One-Day  Common 
Stock  Price  Declines  Greater  than  or  Equal  to  10%,  1986-1992." 

"  See  "Private  Litigation  Under  the  Federal  Securities  Laws,"  Hearings  Before  The  Subcommittee  on 
Securities  of  the  Committee  on  Banking,  Housing  and  Urban  Affairs,  U.S.  Senate,  103rd  Congress,  First 
Session,  S.  Hrg.  103-431,  pp.  776-792,  "Statement  of  James  M.  Newman,  Publisher  &  Editor.  Securities  Class 
Action  Alert " 

'^  Interestingly,  a  recent  article  in  The  Economist  observed  that:  "Ambulance  chasers  have  no  monopoly 
on  frivolous  litigation.  Businesses  are  equally  guilty.  One  top  American  M&A  [mergers  and  acquisitions] 
lawfyer  says  that  a  target  company's  first  response  to  a  hostile  takeover  should  be  to  sue  the  bidder  - 
whether  or  not  it  has  done  anything  wrong  When  employees  of  a  high  tech  firm  leave  to  start  a  new 
company,  they  often  are  hit  with  a  trade  secret  suit  before  they  have  even  opened  their  new  offices. 
Businessmen  do  not  call  such  litigation  'frivolous';  they  call  it  'strategic'  Indeed,  it  is  business  litigation  that 
is  growing  fastest  Corporate  litigators,  who  are  paid  by  the  hour,  have  as  much  incentive  as  contingency 
fee  lawyers  to  drag  cases  out."  ( ,  "Order  in  the  tort."  The  Economist.  July  18.  1992,  pp  10-13.) 

'^  Testimony  of  Arthur  Levitt,  Chairman,  U.S.  Securities  and  Exchange  Commission,  "Concerning 
Litigation  Under  the  Federal  Securities  Laws,"  Before  the  Subcommittee  on  Telecommunications  &  Finance, 
Committee  on  Energy  and  Commerce,  U.S.  House  of  Representatives,  July  22,  1994.  p.  12. 

'■*  Private  Securities  Litigation.  Staff  Report  prepared  at  the  direction  of  Senator  Christopher  J.  Dodd, 
Chairman,  Subcommittee  on  Securities  of  the  Committee  on  Banking,  Housing  and  Urban  Affairs,  U.S. 
Senate,  May  17.  1994.  page  41. 

'^  Pennsylvania  Judge  Louis  C.  Bechtle  recently  ordered  sanctions  against  three  shareholders'  lawyers. 
The  judge  chided  the  lawyers  for  allegedly  drumming  up  litigation  by  enlisting  shareholders  to  file  lawsuits 
against  companies  facing  adversity.  In  addition  to  dismissing  two  of  the  three  lawsuits  brought  by  the 
plaintiffs'  attorneys.  Judge  Bechtle  ordered  the  plaintiffs'  lawyers  to  pay  the  defendant's  legal  fees  and 
refen-ed  the  case  to  the  Pennsylvania  state  disciplinary  body  to  see  if  additional  punishment  was  warranted. 
For  additional  information,  see,  Jonathan  Moses,  Three  Shareholder  Lavi^ers  Sanctioned,"  Wall  Street 
Joumal.  February  5,  1993,  p.  B7. 

'^  For  example,  in  Brandt  v.  Schal  Associates.  Inc..  the  U.S.  Court  of  Appeals  for  the  Seventh  Circuit 
imposed  a  $351 ,664  96  fine  against  attorneys  and  their  clients  who  filed  unfounded  pleadings 
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For  example,  in  Navarro-Avala  v  Nunez,  the  U.S.  Court  of  Appeals  for  the  First  Circuit  imposed  a 
personal  fine  of  $6,000  against  the  assistant  secretary  of  mental  health  for  Puerto  Rico  who  made  statements 
to  the  court  that  had  no  factual  basis. 

See,  Herbert  Kritzer,  Lawrence  Marshall,  and  Frances  Kahn  Zemans,  "Rule  1 1 :  moving  beyond  the 
cosmic  anecdote,"  Judicature.  Volume  75,  Number  5,  February  -  March  1992.  pp  269-272 

For  example,  in  1991,  the  U.S.  District  Court  for  the  Eastern  District  of  Pennsylvania  unanimously 
adopted  the  first  plan  under  CJRA.  The  Plan  includes  self-executing  discovery  rules  that  require  parties  to 
disclose  important  information  wrthin  30  days  after  service  of  an  answer.  For  most  cases,  the  Court  must 
set  an  early  and  firm  trial  date  within  one  year  of  the  filing  of  the  complaint  For  complex  cases  involving 
a  number  of  parties,  claims,  defenses,  or  need  for  extensive  discovery,  the  trial  date  may  be  extended  to 
18  months  from  date  of  filing  the  complaint.  The  early  trial  date  requirement  recognizes  that  most  civil  cases 
settle  in  the  face  of  a  looming  trial  date  and  lawyers  often  expand  their  wori<  to  fill  time  available.  The  Plan 
also  requires  arbitration  within  four  months  from  filing  an  answer  for  virtually  all  cases  where  damages 
sought  are  less  than  $100,000.  For  cases  not  subject  to  arbitration,  the  Plan  requires  an  early  mediation 
conference  with  a  court-approved  mediator  for  the  purpose  of  defining  the  issues  and  exploring  settlement. 
For  more  information,  see  G.  Bennett  Picker,  "Philadelphia  Plan  Designed  to  Cut  Federal  Court  Costs," 
Corporate  Legal  Times.  Decemtjer  1992. 

"  Testimony  of  Arthur  Levitt,  July  22.  1994,  pp  6-7. 

^'  Letter  ft'om  Securities  and  Exchange  Commission  Cfiairman  RichanJ  Breeden  to  Senator  Terry 
Sanford.  August  12,  1992. 

^  Comments  by  U.S.  District  Judge  Kimba  Wood,  as  excerpted  by  the  Washington  Post.  November  23, 
1990.  p.  812. 

"  Brief  of  the  Securities  arxJ  Exchange  Commission  as  Amicus  Curiae  at  p.  24,  Lampf  v  Gilbertson, 
90-333  (June  20.  1991). 

^*  Central  Bank  of  Denver.  N.A.  v.  First  Interstate  Bank  of  Denver,  N.A.,  92-854. 

''  Central  Bank  of  Denver,  N.A.  v.  First  Interstate  Bank  of  Denver,  NA.,  92-854.  Dissent. 

"  It  also  should  be  pointed  out  tfiat  when  a  state  or  federal  regulatory  agency  files  an  enforcement 
action,  its  principal  objectives  are  to  enjoin  the  wrongdoer  fi-om  future  violations  of  the  law,  to  deprive 
violators  of  their  profit  by  seeking  orders  of  disgorgement,  and  generally  to  deter  other  violations.  Private 
actions,  by  contrast,  enable  defrauded  investors  to  seek  compensatory  damages  and  thereby  recover  the 
full  amount  of  their  losses.  (See  testimony  of  William  McLucas,  June  17,  1993.)  Even  those  vi^o  are 
advocates  of  strong  governmental  regulation  and  oversight  acknowledge  that  the  interests  of  regulators  in 
hatting  current  and  future  wrongdoing  may  conflict  with  the  interests  of  those  who  have  al'eady  fallen  victim. 
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Mr.  Markey.  And  our  final  witness  here  is  Leonard  Simon.  He 
is  a  partner  in  the  firm  of  Milberg,  Weiss,  and  Mr.  Simon's  firm 
is  also  a  member  of  the  National  Association  of  Securities  and 
Commercial  Law  Attorneys  on  whose  behalf  he  is  also  testifying. 

Mr.  Simon  was  appointed  by  a  Federal  court  to  serve  as  the  co- 
lead  counsel  for  individual  investors  in  the  securities  fraud  class 
action  brought  against  Lincoln  Savings  and  Loan,  several  account- 
ing and  law  firms  and  the  investment  bank,  Drexel  Bumham  Lam- 
bert. 

We  welcome  you  to  the  subcommittee,  Mr.  Simon,  please  begin. 

STATEMENT  OF  LEONARD  B.  SIMON 

Mr.  Simon.  Thank  you  very  much,  Mr.  Chairman  and  members 
of  the  subcommittee.  Thank  you  for  giving  me  the  opportunity  to 
address  you  on  this  important  issue. 

I  have  spent  20  years  doing  complex  litigation,  almost  half  of  it 
on  the  defense  side,  but  more  recently  on  the  plaintiffs  side.  My 
most  recent  case  was  Lincoln  Savings,  which  the  chairman  just 
mentioned,  in  which  Charles  Keating,  with  help  from  his  account- 
ants, lawyers  and  others,  literally  stole  hundreds  of  millions  of  dol- 
lars from  unsuspecting  victims,  many  of  them  senior  citizens  from 
the  State  of  California. 

Four  of  those  senior  citizens  are  here  in  this  room  today  watch- 
ing to  see  how  this  subcommittee  deals  with  the  next  set  of  victims. 
Their  case  is  over.  They  are  not  here  for  their  case.  They  are  here 
for  the  next  case  and  the  next  round  of  cases. 

We  brought  suit  on  behalf  of  those  victims  and  we  recovered 
$240  million  out  of  recoverable  securities  damages,  and  I  will  come 
back  to  that  term  later,  of  $288  million,  and  we  may  yet  recover 
more.  So  if  you  want  to  talk  about  pennies  on  the  dollar,  I  guess 
that  is  about  80  pennies  on  the  dollar.  We  consider  it  quite  a  good 
result. 

Let  me  try  to  limit  my  oral  remarks  to  two  principal  points.  And, 
Mr.  Chairman,  I  assume  my  written  remarks  are  a  part  of  the 
record. 

First,  because  the  proponents  of  H.R.  417  constantly  talk  about 
reducing  frivolous  litigation,  Congress  should  pass  a  law  only  if  it 
meets  the  following  test:  it  should  deter  frivolous  litigation  without 
interfering  with  meritorious  litigation.  That  is  the  test.  I  will  apply 
it  to  everything  we  talk  about  today. 

Second,  given  the  state  of  recent  judicial  decisions  against  us,  I 
believe  what  Professor  Langevoort  referred  to  as  a  judicial  backlash 
against  plaintiffs  in  the  securities  business,  I,  too,  am  troubled,  as 
Griffin  and  Mr.  Nader  were,  that  we  are  talking  principally  about 
anti-victim/anti-investor  legislation.  We  should  really  be  talking 
about  victims'  rights. 

As  someone  who  is  out  there  in  the  trenches  litigating  cases  and 
watching  cases  be  lost  that  would  have  been  won  5  years  ago,  it 
is  amazing  to  think  that  what  is  before  you  is  principally  a  bill  that 
would  make  it  harder  for  a  victim  to  recover. 

Let  me  return  to  the  first  point  and  talk  about  whether  H.R.  417 
will  deter  frivolous  litigation  and  at  the  same  time  not  interfere 
with  meritorious  litigation. 
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Now,  there  is,  unfortunately,  frivolous  litigation  brought  in  every 
field.  No  one  can  debate  that.  An  angry  client  and  a  reckless  or  ma- 
licious lawyer  can  bring  a  frivolous  case  in  any  field  of  law,  State 
court.  Federal  court,  large  case  or  small  case.  There  are  substantial 
penalties,  of  course,  for  bringing  frivolous  litigation. 

There  is  no  evidence  before  this  subcommittee  or  before  the  Sen- 
ate that  there  is  any  more  frivolous  litigation  in  this  field  than  in 
any  other  field  and  no  evidence  that  the  courts  cannot  deal  with 
frivolous  litigation.  More  significantly,  when  I  look  at  the  major 
provisions  of  H.R.  417  and  apply  my  test  to  it,  it  fails  badly. 

Let  me  start  with  the  English  rule.  Would  the  English  rule  deter 
frivolous  litigation  and  at  the  same  time  protect  meritorious  cases? 
The  answer  is  no. 

The  English  rule,  as  I  think  every  witness  who  has  testified  thus 
far  today,  including  six  distinguished  professors  with  no  bent  to- 
ward plaintiffs  at  all,  testified  unanimously,  the  English  rule  would 
wipe  out  plaintiffs'  class  actions  for  all  intents  and  purposes.  We 
cannot  bring  a  case  and  advise  our  clients  to  bring  a  case  if  the 
clients  can  be  wiped  out  by  the  legal  fees  of  any  defendant  who 
wins  the  case. 

Lincoln  Savings  is  a  great  success.  It  is  perceived  as  such.  Well, 
there  were  defendants  who  won  that  case.  Three  or  four  defendants 
walked  away.  If  our  clients,  individual  clients,  a  dozen  or  two  of 
them  owe  those  defendants  $1  million  apiece,  their  recoveries  are 
wiped  out,  their  life  savings  are  wiped  out.  I  cannot  in  good  con- 
science counsel  a  client  who  has  lost  half  of  his  life  savings  to  a 
swindler  to  bet  the  other  half  of  his  life  savings  on  how  the  litiga- 
tion is  going  to  come  out.  And  I  have  heard  no  one  say  anything 
to  the  contrary  all  day. 

Second  major  point,  abrogation  of  joint  and  several  liability.  This 
proposal  is  a  little  different.  It  has  no  impact  on  frivolous  litigation, 
none,  none,  none.  A  person  bringing  a  frivolous  case  does  not  think 
for  a  minute  whether  Touche  Ross  is  going  to  have  to  pay  all  the 
damages  or  its  proportional  share  of  the  damages.  A  frivolous  case 
by  definition  has  no  value  and  it  is  brought  maliciously  or  igno- 
rantly,  so  there  will  be  no  fewer  frivolous  cases  brought  with  the 
abrogation  of  joint  and  several  than  there  are  today.  It  will  have 
zero  impact. 

Now,  what  impact  will  it  have  on  meritorious  cases?  It  will  hurt 
many  of  them  badly  for  the  simple  reason  that  if  the  principal 
wrongdoer  is  bankrupt  or  judgment  proof,  that  share  of  the  dam- 
ages will  not  be  recoverable.  In  a  Keating  case,  to  simplify  a  case 
that  really  involved  100  defendants,  in  the  Keating  case,  if  the  jury 
had  been  asked  to  find  whether  Mr.  Keating  was  liable  and  wheth- 
er Arthur  Young  was  liable,  and  it  had  come  back  and  said,  yes 
and  yes,  we  could  have  recovered  all  $288  million  from  either,  and 
since  Mr.  Keating  is  broke,  we  would  have  recovered  it  from  Arthur 
Young.  That  has  been  supported  by  Chairman  Levitt  and  by  every 
law  professor  here  this  morning. 

Under  proportional  liability,  the  jury  would  have  been  asked 
with  no  hint  of  what  it  meant  to  proportion  the  liability  between 
Keating  and  Arthur  Young.  How  would  they  have  proportioned  it? 
Mr.  Keating  did  a  lot  of  very  nasty  things.  He  has  been  convicted 
of  Federal  and  State  securities  fraud  and  he  is  serving  10  years. 
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If  the  jury  apportioned  the  fault  90-10  in  favor  of  Keating,  my 
clients  just  went  from  a  $288  million  recovery  to  a  $28  million  re- 
covery, essentially  a  total  disaster.  So  the  limitation  on  joint  and 
several  liability  fails  the  test  miserably.  No  impact  on  frivolous  liti- 
gation; devastating  impact  on  meritorious  litigation. 

The  other  provisions  in  the  bill  are  covered  in  my  written  testi- 
mony. Clear  and  convincing  evidence  is  identical.  Again,  no  impact 
on  frivolous;  terrible  impact  on  meritorious  litigation. 

So  I  will  stop  at  that  point  on  that  subject  and  return  to  the 
other  point  I  wanted  to  mention,  which  is 

Mr.  Markey.  Please,  try  to  summarize  if  you  could,  Mr.  Simon. 

Mr.  Simon.  I  will. 

I  think  there  are  no  special  problems  about  Federal  securities 
claims.  Professor  Miller  said  it  better  than  I  could.  People  don't  like 
to  be  sued  for  anything  and  you  are  hearing  from  people  who  don't 
like  it  that  their  cases  take  a  long  time,  they  don't  like  it  that  they 
have  been  sued  and  been  clobbered,  or  they  don't  like  it — as  Mr. 
Smith  says,  they  have  been  sued  and  they  won  and  it  took  some 
time  and  it  took  some  money. 

That  is  our  litigation  system.  It  is  the  system  across  the  board — 
do  not  apply  special  rules  to  securities  cases  that  don't  apply  any- 
where else  without  a  basis  for  it.  I  will  delete  my  comments  about 
Central  Bank,  the  statute  of  limitations  and  secrecy  provisions  as 
improvements  because  they  are  covered  in  the  written  testimony 
and  they  are  similar  to  what  Mr.  Nader  and  Mr.  Griffin  said. 

The  final  point  I  would  like  to  make,  Mr.  Chairman,  with  your 
indulgence,  is  to  listen  to  the  defendants  in  the  securities  litigation 
field  tell  you  that  there  is  too  much  litigation  and  it  is  too  hard  to 
defend  and  it  costs  too  much  money,  is  sort  of  like  listening  to  sav- 
ings and  loan  executives  come  in  here,  I  guess  10  years  ago,  and 
tell  you  that  they  were  being  stifled  by  thrift  regulation. 

Don't  deregulate  the  securities  business.  It  is  a  tough  business. 
Huge  amounts  of  money  change  hands.  Enormous  private  fortunes 
are  made  and  smaller  private  fortunes  are  lost.  It  is  not  a  time  to 
deregulate. 

Thank  you  very  much. 

[The  prepared  statement  and  attachments  of  Mr.  Simon  follow. 
News  articles  are  retained  in  the  subcommittee  files.] 
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TESTnfONY  OF  LEONARD  B.  SIMON 
Nilbarg  Weiaa  Berahad  Hynaa  6  Larach 


Chairman  Markey  and  Members  of  Che  Subcommittee,  my  name  is 
Leonard  B.  Simon,  and  I  am  a  partner  in  the  San  Diego  office  of  the 
law  firm  of  Milberg  Weiss  Bershad  Hynes  &  Lerach.  Our  firm,  is  a 
member  of  the  National  Association  of  Securities  and  Commercial  Law 
Attorneys  ("NASCAT"),  on  behalf  of  which  I  also  appear  before  you 
today.  NASCAT  is  a  national  trade  association  and  public  policy 
voice  of  approximately  95  law  firms  and  several  hundred  lawyers 
committed  to  a  strong  system  cf  federal  and  state  legal  protections 
for  investors  and  consumers . 

In  his  opening  statement  at  last  month's  hearing,  Chairman 
Markey  mentioned  a  number  of  the  most  "notorious"  and  "painful"  -- 
in  his  words  --  major  securities  frauds  in  recent  years:  Drexel 
Burnham,  Centrust,  Lincoln  Savings,  Prudential,  BCCI,  Phar-Mor; 
Salomon  Brothers,  MiniScribe,  Executive  Life,  Crazy  Eddie  and  ZZZZ 
Best.  NASCAT  member  firms  have  represented  the  victims  in  every 
one  of  these  cases.  Although  our  members  principally  represent 
plaintiffs,  we  have  also  represented  the  federal  government  as  well 
as  defendant  corporations. 

For  the  past  2  0  years,  I  have  been  involved  in  complex 
commercial  litigation,  first  for  over  seven  years  primarily  as  a 
defense  counsel  with  the  Washington,  D.C.  firm  of  Arnold  &  Porter 
and  subsequently  representing  plaintiffs  in  securities,  antitrust, 
and  other  cases  with  Milberg  Weiss.  Along  with  Joseph  Cotchett,  an 
attorney  from  Burlingame,  California,  I  was  court -appointed  lead 
counsel  for  the  plaintiffs  in  the  Lincoln  Savings  &  Loan  securities 
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fraud  litigation,  representing  a  class  of  several  thousand  people 
who  lost  their  investments,  and  in  many  cases  their  lives'  savings, 
when  Lincoln  collapsed.  Many  of  these  victims  were  senior  citizens 
living  in  Southern  California,  who  were  specifically  targeted  by 
Charles  Keating  and  his  cohorts  because,  according  to  an  internal 
company  document,  they  were  "weak,  meek  and  ignorant." 

Over  $288  million  was  lost  by  those  who  invested  in  Lincoln 
or,  more  precisely,  by  those  who  invested  in  its  parent  company, 
American  Continental  Corporation.  Through  litigation  in  federal 
court  in  Arizona,  we  have  been  able  to  recover  over  $240  million  in 
cash,  and  more  is  possible.  We  obtained  a  jury  verdict  for  over  $1 
billion  against  the  defendants  who  did  not  settle  the  case,  and  we 
are  still  seeking  to  collect  additional  amounts  from  Mr.  Keating, 
now  in  prison,  and  a  few  others. 

On  March  2,  1994,  I  testified  regarding  the  Lincoln  case 
before  the  Subcommittee  on  Oversight  and  Investigations  of  this 
Committee  in  the  context  of  the  proposed  Mellon-Dreyfus  merger. 
Those  hearings  have  now  been  printed  and  contain  a  number  of 
internal  documents  from  the  Lincoln  case  that  you  may  find 
interesting . 

I  appreciate  your  extending  me  the  opportunity  to  testify 
again  this  morning.  The  issue  of  whether  the  securities  fraud 
litigation  system  is  working  or  needs  "reform"  is  clearly  critical 
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to  the  hundreds  of  thousands  of  victims  of  financial  fraud  in  every 
state  who  depend  on  class  actions  as  their  only  means  of  recovering 
what  was  taken  from  them.  It  is  our  contention  that  although  there 
is  room  for  improvement  in  the  securities  laws  --  as  there  is  in 
any  body  of  law  --  the  major  proposals  embodied  in  H.R.  417  and  S. 
1976  would  leave  those  defrauded  in  the  securities  markets 
essentially  without  a  remedy. 

I  have  reviewed  the  statements  of  the  Members  of  the 
Subcommittee  and  the  witnesses  from  your  last  hearing  and  concur 
with  much  of  what  was  said  about  the  tone  of  the  debate  about 
securities  litigation.  I  agree  with  Chairman  Levitt  that  both 
sides  should  turn  down  the  rhetoric  and  focus  on  finding  areas  of 
agreement . 

While  I  am  sympathetic  to  Chairman  Levitt's  call,  I  do  not 
find  it  surprising  that  this  issue  is  contentious.  After  all,  this 
is  not  a  policy  debate  in  the  abstract;  millions  of  dollars  are  at 
stake.  The  groups  that  support  H.R.  417  and  S.  1976  include 
several  firms  that  our  clients  have  sued,  some  more  than  once. 
They  do  not  like  us  any  better  than  the  tobacco  companies  like 
lawyers  who  sue  on  behalf  of  cancer  victims,  or  employers  like 
labor  lawyers.  Having  been  on  both  sides  of  the  courtroom,  I  think 
it  is  important  to  keep  in  mind  that  both  sides  are  simply  trying 
to  do  a  job  for  their  clients.  While  these  corporations  and 
accounting  firms  --  not  surprisingly  --  resent  being  sued,  we  -- 
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also  not  surprisingly  --do  not  take  kindly  to  repeated  claims  that 
our  cases  are  "frivolous"  and  are  filed  "every  time  a  stock  drops" 
in  price. 

We  have  endeavored  to  look  past  the  name-calling,  stick  to 
substantive  arguments,  and  meet  with  anyone  and  everyone  who  has  an 
interest  in  this  issue.  NASCAT  members  and/or  staff  have  met 
repeatedly  with  Members  and  staff  of  the  relevant  Congressional 
committees,  including  this  one,  as  well  as  with  the  SEC  (including 
Chairman  Levitt)  and  the  Administration.  At  the  request  of  the 
National  Economic  Council,  we  produced  a  voluminous  statistical 
report  on  the  prevalence  and  economic  impact  of  securities  class 
actions,  a  copy  of  which  has  been  made  available  to  the 
Subcommittee.  We  have  had  a  continuing  dialogue  (including  two 
lengthy  roundtable  meetings)  with  the  state  regulators.  Likewise, 
we  have  contacted  other  interested  parties  (including  consumer, 
labor,  and  elderly  groups)  to  share  ideas  and  answer  questions.  We 
have  responded  to  innumerable  requests  for  information  and 
statistical  data. 

At  the  outset  of  your  last  hearing.  Chairman  Markey  set  forth 
a  number  of  significant  areas  of  agreement  regarding  the  securities 
markets.  We  completely  subscribe  to  his  observations  regarding  the 
record  expansion  of  the  markets,  their  importance  in  financing  the 
high  tech  and  other  industries,  the  critical  role  of  annual  audits, 
the  fine  work  of  the  SEC  staff,  and  the  crucial  importance  of 
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deterrence  in  fostering  the  trust  and  confidence  that  investors 
have  in  the  integrity  and  fairness  of  the  markets.  We  would  also 
hope  that  by  now  everyone  can  agree  with  Chairman  Markey,  the  SEC 
and  the  Administrative  Office  of  the  U.S.  Courts  that  there  is  no 
"explosion"  of  securities  class  actions. 

Let  me  add  three  other  areas  where  I  believe  there  is  common 
ground  on  this  matter.  First,  we  agree  that  there  are  issues 
within  the  plaintiffs'  bar  that  should  be  addressed,  particularly 
the  so-called  "race  to  the  courthouse."  Second,  I  would  hope 
everyone  would  agree  that  victims  of  fraud  should  recover  as  much 
of  their  damages  from  class  actions  as  possible  and  as  soon  as 
possible.  And  finally,  we  all  should  agree  with  Chairman  Levitt's 
statement  that  the  fundamental  question  in  considering  proposed 
reforms  to  the  securities  litigation  system  is  whether  such 
measures  "will  further  investor  protection." 

I  believe  that  for  each  proposal  to  change  the  securities  law, 
you  should  ask  one  important  question:  Does  it  help  individual 
investors?  Not  lawyers.  Not  accountants.  Not  investment  bankers 
or  stock  brokers.  Not  corporate  executives.  Each  proposal  should 
affirmatively  pass  this  test  before  it  becomes  law:  Does  it  help 
individual  investors,  the  consumers  of  securities  and  the  victims 
of  fraud? 
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Last  summer,  in  our  testimony  on  securities  litigation  before 
the  Senate,  NASCAT  proposed  specific  measures  that  we  believed 
responded  to  a  number  of  these  points.  Based  on  our  discussions 
with  interested  parties,  and  especially  with  Chairman  Markey  and 
the  Subcommittee  staff,  we  have  refined  and  augmented  these 
proposals.   I  will  outline  our  ideas  at  the  end  of  my  testimony. 

First,  I  would  like  to  try  to  correct  some  of  the 
misinformation  that  I  believe  has  been  circulating  about  this 
issue,  and,  most  importantly,  to  try  to  clarify  from  a 
practitioner's  standpoint  exactly  how  a  securities  class  action 
works  and  what  is  required  successfully  to  prosecute  such  a  case. 
Finally,  I  will  address  the  specific  provisions  of  H.R.  417,  and 
how  they  would  impact  on  such  cases. 

The  Facts  About  Securities  Fraud  Class  Actions 

Let  me  very  briefly  review  a  number  of  arguments  that  are 
central  to  this  debate  and  what  we  believe  the  facts  are. 

Amount  of  Litigation.  Securities  class  action  suits  are  not 
exploding  in  number.  According  to  the  Administrative  Office  of  the 
U.S.  Courts,  there  were  298  such  suits  filed  nationwide  in  1993, 
slightly  less  than  the  305  filed  twenty  years  ago  in  1974.  These 
numbers  count  multiple  filings  in  the  same  case,  before  the  actions 
are  consolidated,  so  the  actual  number  of  new  cases  is  far  less. 
Over  the  last  several  years,  on  average,  suits  have  been  filed 
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against  about  only  125  companies  annually  --  out  of  14.000  public 
corporations  reporting  to  the  SEC.  Out  of  some  225,000  new  federal 
court  filings  in  1993,  this  handful  hardly  can  be  considered  an 
"explosion. " 

I  would  emphasize  that  these  are  not  NASCAT's  figures,  nor  is 
this  our  assessment  alone.  This  information  comes  from  the 
Administrative  Office  and  has  repeatedly  been  cited  by  the  SEC  and 
Chairman  Levitt  as  consistent  with  their  information.  The  recent 
staff  report  on  private  securities  litigation  prepared  at  the 
direction  of  Senator  Dodd  similarly  concluded  that  "the  empirical 
studies  provided  to  the  Subcommittee  do  not  suggest  any  overall 
explosion  of  private  securities  litigation."^  Based  on  his  opening 
statement  at  the  last  hearing.  Chairman  Markey  has  apparently  also 
reached  the  same  conclusion. 

While  it  simply  cannot  be  credibly  maintained  that  there  is  an 
"explosion"  of  securities  litigation,  there  is  an  ancillary  issue 
that  needs  to  be  addressed.  Many  corporate  executives  have  claimed 
that  even  this  small  number  of  securities  suits  is  causing  a  drag 
on  the  economy  and  is  diverting  valuable  time  from  corporate 
managers  and  scarce  resources  from  research,  development,  and  job 
creation. 


'  Private  Securities  Litigation,  Staff  Report  Prepared  at  the 
Direction  of  Senator  Christopher  J.  Dodd,  May  17,  1994,  at  59. 
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Of  course,  litigation  is  always  a  distraction  from  other 
business.  Corporate  executives  are  no  doubt  distracted  from  their 
duties  by  patent  cases,  suits  brought  by  competitors,  employment 
discrimination  claims,  and  environmental  suits,  among  many  others. 
We  are  not  aware  of  any  effort  to  repeal  those  laws  so  that 
corporations  will  not  be  distracted  from  doing  business.  This 
distraction  is  the  cost  of  living  in  a  society  that  enforces  its 
laws,  and  the  distraction  must  be  balanced  against  the  positive 
effects  of  these  laws. 

It  is  perplexing  why  the  minuscule  number  of  securities  class 
actions  would  cause  such  problems  for  executives  and  the  economy, 
while  businesses'  disputes  with  each  other  --  according  to  the  RAND 
corporation,  by  far  the  largest  category  of  lawsuits  filed  in 
federal  court  --  are  not  even  mentioned  as  an  issue.  Why  is  it 
that  120  suits  nationwide  by  individuals  are  taking  such  a  toll, 
while  thousands  upon  thousands  of  suits  by  other  businesses  are 
having  no  effect  whatsoever?  We  would  urge  the  Subcommittee  to 
pursue  this  matter  and  to  seek  data  from  the  proponents  of 
securities  "reform"  legislation  on  the  other  litigation  in  which 
they  are  involved.  As  the  Wall  Street  Journal  has  noted: 
"Businesses  may  be  their  own  worst  enemies  when  it  comes  to  the  so- 
called  litigation  explosion. "- 


^   "Suits  by  Firms  Exceed  Those  By  Individuals,"  Wall  Street 
Journal .  December  3,  1993. 
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More  to  the  point,  given  the  regular  revelations  in  the  press 
about  financial  fraud,  it  is  difficult  to  conclude  that  the  tiny 
number  of  securities  class  actions  is  unwarranted.  I  have  attached 
to  my  testimony  newsclips  from  just  the  past  two  weeks  --  from  the 
time  of  your  last  hearing  --to  give  you  some  sense  of  the  volume 
of  fraud-related  problems.   (Exhibit  1.) 

Harm  to  Capital  Formation.  As  Chairman  Markey  noted  at  the 
last  hearing,  the  suggestion  that  securities  class  actions  are 
hurting  capital  formation  is  also  demonstratably  at  odds  with  the 
facts.  The  volume  of  initial  public  stock  offerings  has  risen 
exponentially  over  the  past  several  years,  and  the  number  and  size 
of  public  securities  offerings  have  been  at  all  time  high  levels. 
The  number  of  initial  public  securities  offerings  has  risen  9,000% 
in  the  last  20  years  (from  9  in  1974  to  819  in  1993),  while  the 
proceeds  raised  have  increased  58,000%  (from  $98  million  in  1974  to 
$57  billion  in  1993)  . 

Moreover,  it  is  important  to  remember  that  during  the  most 
significant  growth  phase  of  a  high-tech  company  --  when  it  secures 
its  venture  capital  funding  and  grows  through  its  initial 
development  stage  --  it  is  a  privatelv-owned  company  with  virtually 
no  exposure  to  securities  class  action  suits.  Such  companies 
become  subject  to  the  federal  securities  laws  governing  public 
corporations,  including  the  civil  liability  provisions,  only  when 
they  register  their  stock  with  the  SEC  and  sell  it  to  the  public 


266 


-  10  - 
via  a  stock  offering.  At  that  stage,  the  securities  laws  must 
protect  the  investor  and  the  marketplace  from  fraudulent 
misstatements.  Companies  taking  tens  or  hundreds  of  millions  in 
public  dollars  must  accept  the  obligations  that  go  along  with  such 
market  access . 

We  would  also  argue  that  class  action  suits  have  actually 
helped  the  economy  by  providing  powerful  deterrence  against  fraud, 
thereby  assuring  the  integrity  of  the  markets  and  fostering  capital 
formation.  In  our  view,  limitations  on  private  rights  of  action 
would  erode  confidence  in  the  marketplace,  reduce  investment,  and 
increase  the  cost  of  capital  for  American  business.  If  anything, 
private  remedies  should  be  strengthened,  given  the  continuing 
examples  of  fraud  in  the  markets. 

Concerns  About  Disclosure  of  Information.  Many  executives  and 
a  number  of  Members  of  the  Subcommittee  have  expressed  the  concern 
that  securities  class  actions  are  chilling  the  disclosure  of 
corporate  information  that  would  be  of  benefit  to  investors  in  the 
marketplace.   I  believe  this  claim  is  without  merit. 

Under  SEC  Rule  175,  a  company  can  be  held  liable  for  a  forward 
looking  statement  only  if  the  statement  lacks  reasonable  basis  or 
is  made  in  bad  faith.  That  is  the  operative  SEC  standard,  and 
several  courts  --  including  some  United  States  Courts  of  Appeal  -- 
have  interpreted  the  law  to  make  it  even  more  d::.fficult  to  hold 
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companies  liable  for  such  statements.  I  question  why  this  "safe 
harbor"  rule,  the  only  critical  requirements  of  which  are  "good 
faith"  and  "reasonableness",  is  imposing  any  undue  burdens  on 
corporate  communications.  Such  forward  looking  statements  are 
crucial  to  investors,  who  are  essentially  "buying"  the  future  of 
the  company,  not  its  past,  and  it  does  not  seem  unreasonable  to 
demand  that  predictive  statements  made  in  a  manner  calculated  to 
obtain  investment  dollars  should  be  made  in  good  faith  and  with 
some  reasonable  basis. 

If  the  SEC  rule  is  not  being  applied  in  the  manner 
contemplated  when  it  was  adopted,  that  is  a  separate  issue  that  the 
Subcommittee  may  wish  to  study  in  conjunction  with  the  SEC.  But 
changing  the  standard  is  unwarranted,  in  my  view.  Executives  are 
seemingly  asking  for  a  guarantee  that  any  predictions  they  make 
will  be  protected  --  a  standard  I  am  certain  no  one  on  this 
Subcommittee  would  countenance.  As  a  public  policy  matter,  it 
seems  to  me  that  the  minimal  test  of  good  faith  and  reasonableness 
for  predictive  statements  is  not  burdensome  and  clearly  in  the 
public  interest. 

Automatic  Suits  When  Stock  Prices  Drop.  A  repeated  claim  of 
corporate  executives  is  that  sec\irities  class  action  lawsuits  are 
automatically  filed  whenever  a  corporation's  stock  drops  by  10%  or 
more  in  a  single  day  --  the  so-called  "10%  rule."  Once  again, 
however,  the  empirical  evidence  simply  does  not  support  the  claim. 
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The  fact  is  that  over  97%  of  the  companies  whose  stock  falls  more 
than  10%  in  one  day  are  not  sued. 

In  an  effort  to  determine  whether  the  "10%  rule"  had  a  factual 
basis,  we  commissioned  a  study  by  Princeton  Venture  Research 
("PVR")  of  the  United  States  securities  markets  from  1986  through 
1992  to  determine  the  number  of  times  a  stock  traded  on  the  New 
York,  American  or  NASDAQ  Stock  Exchanges  fell  by  more  than  10%  in 
one  day. 

PVR  found  that  there  were  33,206  one-day  drops  of  10%  or  more 
of  stocks  trading  for  over  $5  per  share  during  1986-1992. 
Excluding  the  October  19,  1987  "crash"  day,  there  were  30,753  one- 
day  drops  of  10%  or  more  for  stocks  over  $5  per  share.  Finally, 
excluding  trading  during  the  period  of  high  volatility  from  October 
12,  1987  through  October  26,  1987,  there  were  26,707  such  drops. ^ 

In  order  to  test  the  assertion  that  a  10%  stock  drop  virtually 
guarantees  the  filing  of  a  securities  fraud  class  action  lawsuit. 


^  In  order  to  make  the  study  as  conservative  as  possible,  PVR 
excluded  stocks  trading  for  less  than  $5  per  share.  Including 
these  volatile  low-priced  stocks  would  skew  the  data  toward  showing 
more  10%  drops  occurring  than  were,  in  fact,  likely  to  trigger 
class  action  lawsuits.  In  addition,  to  exclude  periods  of  extreme 
stock  market  volatility,  PVR  performed  calculations  excluding  all 
10%  stock  drops  occurring  on  October  19,  1987,  the  date  of  the 
Great  1987  Crash,  and  also  excluding  all  10%  stock  drops  during  the 
period  October  12,  1987  through  October  26,  1987,  when  the  stock 
market  was  extraordinarily  volatile.  Using  these  criteria 
obviously  greatly  reduced  the  number  of  10%  one-day  stock  drops 
counted . 


269 


-  13  - 
we  then  compared  the  data  from  the  PVR  study  with  the  data  from  the 
Administrative  Office  of  the  U.S.  Courts  and  the  SEC  regarding  the 
filing  of  securities  class  action  lawsuits.  I  have  attached  a 
detailed  table  of  the  findings  to  my  testimony.  (Exhibit  2.)  In 
sum,  when  the  number  of  public  companies  sued  each  year  is  matched 
against  the  number  of  10%  +  one -day  stock  drops,  the  comparison 
reveals  that  securities  fraud  class  actions  are  filed  in  just  2 . 8% 
of  the  cases." 

Moreover,  as  I  will  discuss  in  more  detail  later  in  my 
testimony,  the  legal  requirements  of  a  suit  under  the  securities 
laws  make  filing  based  on  nothing  more  than  a  stock  drop  pointless. 

The  Importance  of  the  Merits.  Proponents  of  changes  in  the 
securities  litigation  system  contend  that  these  suits  are  settled 
regardless  of  the  merits  of  individual  cases  and  that  therefore  the 
process  is  not  serving  the  goals  of  deterrence  and  compensation. 
For  this  proposition,  they  most  often  cite  an  article  by  Professor 
Janet  Cooper  Alexander  in  the  February  1991  edition  of  the  Stanford 
Law  Review. 


"  Even  this  small  percentage  may  be  overstated.  As  Class 
Action  Reports  points  out  in  a  recent  issue,  many  securities  class 
actions  do  not  even  involve  the  sort  of  price  declines  to  which  the 
"10%  rule"  refers,  but  involve  instead,  for  example,  mergers  in 
which  the  acquired  company's  shareholders  claim  that  the  exchange 
ratio  was  unfair  or  "fraud  on  the  undeveloped  market"  cases  in 
which  there  is  no  established  market  price.  17  Class  Action 
Reports  at  37  (1994) . 
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We  believe  Professor  Alexander's  conclusion  that  the  merits 
have  little  to  do  with  determining  settlement  outcomes  is  incorrect 
and  that  her  analysis  is  flawed  on  a  number  of  grounds.  Without 
going  into  detail,  I  would  simply  point  out  that  she  drew  her 
conclusions  based  on  an  extremely  limited  sample  of  nine  cases 
arising  from  public  offerings  involving  the  same  industry,  similar 
products,  a  short,  four-month  time  period,  and  similar  venues  of 
litigation.  In  my  view,  this  does  not  demonstrate  that  the  merits 
do  not  matter;  it  means  only  that  similar  cases  involving  the  same 
lawyers  and  same  issues  settle  within  a  relatively  close  band  of 
value.  Further,  again  without  going  into  detail,  I  would  note  that 
much  of  her  data  is  simply  wrong,  and  we  have  separately  submitted 
to  the  Subcommittee  an  analysis  that  outlines  what  we  perceive  to 
be  the  principal  inaccuracies. 

More  to  the  point,  a  current  empirical  study  published  in  the 
Summer  1994  issue  of  Securities  Regulation  Law  Journal  examined  229 
securities  class  actions  in  which  accountants,  attorneys,  or 
underwriters  were  named  as  defendants,  and  found  that  the  merits  do 
matter  when  it  comes  to  settlements  in  such  actions.  In  cases  of 
"flagrant  fraud,"  defendants  paid  twice  the  dollar  amount  to  end 
the  suits  as  in  other  cases.  The  study,  by  Stephen  P.  Marino  and 
Renee  D.  Marino,  noted  that  flagrant  fraud  included  insider 
trading,  market  manipulation,  embezzlement,  fabricating  invoices, 
and  other  instances  of  "intentional  breaking  of  the  law." 
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As  Professor  John  Coffee  of  Columbia  Law  School  recently  wrote 
about  the  Marino  study:   "This  is  strong  evidence  that  the  merits 
do  matter,  at  least  in  terms  of  the  generic  character  of  the 
underlying  allegations."^ 

"Pennies  on  the  Dollar."  Proponents  of  so-called  "reform" 
insist  that  private  suits  return  just  "pennies  on  the  dollar"  for 
class  members,  while  attorneys  pocket  millions  in  fees.  We  believe 
this  assertion  is  also  wrong  and,  with  respect  to  class  members' 
returns,  premised  on  a  misunderstanding  of  the  law.' 

Virtually  all  litigation  settles  for  some  fraction  of  the 
total  possible  recovery,  and  can  be  characterized  as  "pennies  on 
the  dollar".  If  company  X  sues  company  Y  for  a  $500  million  loss, 
and  settles  for  $100  million,  is  that  "pennies  on  the  dollar"? 
Company  X's  lawyers  will  probably  have  been  paid  "millions"  to 
obtain  that  recovery.  Indeed,  if  company  X  hired  counsel  on  a 
contingent  basis,  which  is  more  and  more  prevalent  among 
corporations,  its  lawyers  might  recover  $33  million  or  more. 


^  "Securities  Class  Actions:  Myth,  Reality  and  Reform",  New 
York  Law  Journal.  July  28,  1994. 

^  There  is  a  patent  inconsistency  in  the  "pennies  on  the 
dollar"  argument  by  those  who  would  weaken  the  federal  securities 
laws.  If  the  claim  that  securities  suits  do  not  recover  enough  is 
true,  the  laws  should  be  strengthened  and  the  procedures  simplified 
so  investors  can  recover  a  larger  percentage  of  their  damages. 
Eliminating  joint  and  several  liability  --  the  only  mechanism 
through  which  many  fraud  victims  can  recover  anything  when  the 
primary  wrongdoer  is  bankrupt  --  is  a  particularly  disingenuous 
proposal  if  higher  returns  for  fraud  victims  is  the  goal.  (See 
infra,  pages  30-35.) 
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The  only  difference  between  that  case  and  a  securities  class 
action  is  that  the  recovery  must  be  divided  among  class  members. 
Thus,  the  $240  million  recovered  in  Lincoln  Savings  is  divided 
among  thousands  of  persons,  while  the  attorneys'  fees  are  divided 
among  20  law  firms.  Is  an  80%  recovery  in  Lincoln  Savings  "pennies 
on  the  dollar"?  What  about  a  4  0%  recovery  in  the  Washington  Public 
Power  Supply  System  bond  default  case?  The  pejorative  "pennies  on 
the  dollar"  does  not  really  further  the  analysis. 

Most  importantly,  it  must  be  remembered  that  the  securities 
laws  permit  defrauded  investors  to  recover  as  damages  only  that 
portion  of  their  market  losses  that  are  caused  by  fraud.  The 
"pennies  on  the  dollar"  analysis  ignores  this  basic  fact.  While 
attempts  to  estimate  damages  in  individual  cases  are  complex  and 
often  contentious,  at  least  one  prominent  expert  has  concluded, 
based  on  a  survey  of  20  recent  cases,  that,  on  average,  only  27.7% 
of  market  losses  were  due  to  fraud  and  therefore  were  legally 
recoverable.  If  this  figure  is  applied  to  statistics  developed  by 
claims  administrators  on  recoveries  and  distributions  in  some  173 
cases,  you  find  that  claimants  generally  receive  about  60%  of  their 
recoverable  damages  after  attorneys'  fees  and  expenses  are 
deducted. 

On  the  other  hand,  some  securities  cases  present  difficult 
choices.   For  example,  where  the  wrongdoers  have  no  significant 
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assets,  the  case  must  be  settled  for  whatever  plaintiffs  can  get. 
Similarly,  in  a  case  in  which  the  defendant  corporation  has 
violated  the  securities  laws  but  is  on  the  verge  of  bankruptcy, 
seeking  too  large  a  settlement  may  be  counterproductive.  If  the 
company  is  forced  into  bankruptcy,  in  all  likelihood  there  will  be 
no  cash  recovery,  the  stock  still  held  by  victims  will  become 
worthless,  and  the  community  may  suffer  as  well  in  job  loss  and 
economic  dislocation. 

In  such  a  situation,  it  is  generally  preferable  to  try  to  work 
with  the  defendant  corporation  to  achieve  a  result  that  allows  the 
company  to  continue  as  a  going  concern.  While  the  immediate 
percentage  recovery  for  victims  may  be  reduced,  such  a  solution  may 
be  the  only  realistic  alternative.  Further,  by  negotiating  a 
larger  equity  interest  for  shareholders  as  part  of  a  settlement, 
the  ultimate  recovery  may  increase  if  the  company  returns  to 
profitability. 

Private  litigation  is  the  only  way  for  individual  citizens 
to  collect  damages  from  those  who  commit  fraud.  For  most  small 
investors  who  do  not  have  the  resources  to  file  their  own  lawsuit, 
class  action  representation  is  the  only  hope  they  have  of 
collecting  damages  from  wrongdoers.  The  Securities  and  Exchange 
Commission  may  prosecute  some  securities  frauds,  but  it  does  not 
have  a  general  mandate  to  help  victims  of  fraud  recover  their 
losses.   That  is  the  responsibility  of  private  actions,  which  the 
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SEC  has   repeatedly   termed  a   "necessary  supplement"   to   its 
activities  --  once  again  in  Chairman  Levitt's  testimony  on  July  22. 

Nor  is  there  any  evidence  to  conclude  that  attorneys'  fees  in 
class  actions  are  excessive.  The  most  comprehensive  study  of 
attorneys'  fee  awards  in  class  actions,  performed  by  the 
authoritative  Class  Action  Reports,  studied  334  securities  class 
action  cases  in  which  $4.2  billion  was  recovered.  The  study 
concluded  that  the  average  fee  and  expense  award  was  just  15.2%  of 
the  recovery.  That  amount  is  well  below  the  fee  percentage  of  33%, 
which  is  the  "market  rate"  for  contingency  fees,  not  including 
expenses . 

It  is  also  important  to  remember  that  substantial  procedural 
safeguards  exist  to  control  the  award  of  attorneys'  fees  in 
securities  class  actions  and  to  protect  class  members: 

•  Fees  are  paid  only  out  of  the  recovery.  If  there  is 
no  recovery,  the  attorneys  receive  no  fee. 

•  Plaintiffs'  counsel  must  advance  the  costs  --  which 
can  be  very  substantial  --  to  fund  the  prosecution  of  the 
case.  Class  members  are  not  required  to  put  up  any  money;  if 
the  case  is  lost,  the  attorneys  are  not  reimbursed  for  their 
expenses . 
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•  No  fee  or  expense  reimbursement  can  be  awarded  without 
notice  to  the  class  of  the  amount  sought  and  a  hearing  at 
which  class  members  can  object  in  writing  or  in  person. 

•  Because  many  class  members  are  institutional  investors 
with  large  claims  and  are  repeat  claimants,  they  have  a  real 
incentive  to  monitor  the  process  and  participate. 

•  No  fee  or  expense  reimbursement  can  be  made  except  by 
the  federal  judge  who  has  overseen  and  managed  the  litigation. 
This  means  most  class  action  fees  are  awarded  by  judges  the 
vast  majority  of  whom  were  appointed  by  Presidents  Nixon, 
Ford,  Reagan  and  Bush  --  hardly  a  group  known  to  be 
overanxious  to  hand  money  to  plaintiffs'  lawyers  or  encourage 
or  reward  meritless  lawsuits. 

Litigating  a  Securities  Fraud  Claas  Action 

It  is  important  to  understand  how  a  securities  class  action 
operates  and  what  a  plaintiff  must  prove  in  order  to  establish  a 
defendant's  liability  under  Section  10(b)  of  the  Exchange  Act.  It 
is  not  a  simple  task  successfully  to  prosecute  such  a  case,  and  no 
defendant  can  be  held  liable  unless  the  plaintiff  can  prove  fraud 
and  that  the  defendant  acted  with  scienter  (i.e..  an  intent  to 
deceive  or  d  reckless  disregard  for  the  truth  or  falsity  of  a 
statement)  . 
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In  order  to  establish  liability  for  a  primary  violation  of 
Section  10(b),  a  plaintiff  must  prove  that: 

•  the  plaintiff  purchased  or  sold  the  relevant 
securities; 

•  the  defendant  engaged  in  fraud,  manipulation  or 
deception  (e.g. .  the  misrepresentation  or  omission  of  a 
material  fact) ; 

•  the  fraud  was  "in  connection  with"  the  purchase  or 
sale  of  the  securities; 

•  the  defendant  acted  with  scienter; 

•  the  plaintiff  relied  on  the  defendant's  misrepre- 
sentation; 

•  the  plaintiff  was  damaged;  and 

•  the  defendant  caused  the  plaintiff's  damages. 

In  addition  to  these  difficult  burdens,  there  are  ample  legal 
safeguards  already  in  place  to  address  so-called  "frivolous"  cases 
as  well  as  to  sift  out  other  cases  that  may  initially  appear 
meritorious  but  for  which  there  is  not  sufficient  admissible 
evidence  to  proceed  to  trial.  Federal  Rule  of  Civil  Procedure  9(b) 
requires  that  securities  fraud  claims  be  pleaded  with  particularity 
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and  that  each  defendant's  role  in  the  illegal  fraud  be  set  forth  in 
detail.   Pro  forma  complaints  are  not  allowed  in  securities  fraud 
suits . 

There  is  widespread  agreement  that  Rule  9  (b)  has  been  used 
with  increasing  frequency  to  weed  out  cases  in  recent  years. 
According  to  the  evidence  developed  by  the  Senate  in  its  hearings 
and  analyzed  in  the  Dodd  staff  report  on  private  securities 
litigation,  "there  is  evidence  that  in  recent  years  courts  have 
begun  to  use  Rule  9 (b) ,  as  well  as  motions  for  summary  judgment  and 
motions  to  dismiss,  to  screen  out  a  greater  number  of  securities 
cases.  For  example,  the  number  of  cases  dismissed  against  major 
accounting  firms  increased  from  23  in  1990  to  29  in  1991,  to  79  in 
1992.  A  broad  empirical  study  of  securities  class  actions  resolved 
over  the  past  two  years  showed  the  number  of  cases  dismissed  rising 
from  15  to  24 .  A  wide  variety  of  observers  have  agreed  that  the 
courts  are  more  aggressively  dismissing  securities  class  actions  on 
the  pleadings . "' 


''  Private  Securities  Litigation,  supra  note  1  at  41-42. 
Perhaps  the  nation's  leading  authority  on  securities  litigation. 
Professor  Joel  Seligman  of  the  University  of  Michigan  Law  School, 
has  likewise  testified  to  the  fact  that  "the  judiciary  has 
performed  an  active  and  .  .  .  wise  effort  in  shearing  out  the 
meritorious  from  the  non-meritorious  in  litigation",  and 
specifically  mentioned  Rule  9.  Private  Litigation  Under  the 
Federal  Securities  Laws:  Hearings  before  the  Subcommittee  on 
Securities  of  the  Senate  Committee  on  Banking,  Housing  and  Urban 
Affairs,  103rd  Cong.,  1st  Sess . ,  at  42. 
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Judges  share  the  view  that  whatever  amount  of  frivolous 
litigation  there  may  be  can  be  controlled  with  existing  legal 
tools.  Citing  a  recent  survey  of  federal  judges  by  the  Federal 
Judicial  Center,  SEC  Enforcement  Director  William  McLucas  testified 
before  the  Senate  that  "most  judges  believe  that  groundless 
litigation  presents  only  a  small  problem  on  their  dockets",  and 
that  " [m] ore  than  80  percent  of  federal  judges  also  believe  that 
meritless  litigation  is  controlled  effectively  by  prompt  ruling  on 
motions  to  dismiss  or  motions  for  summary  judgment.' 

The  risk  of  dismissal  should  deter  frivolous  cases,  as  the 
plaintiffs'  expenses  and  fees  will  not  be  compensated.  Further, 
the  courts  can  deter  frivolous  suits  by  punishing  those  who  file 
such  cases.  Federal  Rule  of  Civil  Procedure  11  permits  a  court  to 
impose  sanctions,  including  having  plaintiffs'  lawyers  pav  a 
defendant's  legal  fees,  for  any  complaint  filed  without  adequate 
investigation  and  factual  basis.  Courts  have  been  quite  willing  to 
impose  Rule  11  sanctions  for  frivolous  securities  fraud  suits, 
particularly  in  jurisdictions  such  as  the  Northern  District  of 
California  and  the  Southern  District  of  New  York,  in  which  much  of 
this  litigation  takes  place.'  Even  government  attorneys  have  been 


'   Id.  at  118  (footnotes  omitted) (statement  of  William  R. 

McLucas) . 

'  Id.  at  41-42  (statement  of  Joel  Seligman)  .  Mark  J. 
Griffin,  the  Director  of  the  Division  of  Securities  for  the  state 
of  Utah,  testifying  on  behalf  of  the  North  American  Securities 
Administrators  Association,  noted  that:  "In  1989,  Rule  11  was 
invoked  some  6,500  times  in  federal  courts."  Id.  at  128  (statement 
of  Mark  J.  Griffin) . 
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sanctioned;  in  the  National  Bank  of  Washington  case,  the  FDIC  last 
year  was  ordered  to  pay  the  defendant's  legal  fees  in  the  action. 

Finally,  Federal  Rule  of  Civil  Procedure  23  assures  that  class 
members  --as  well  as  defendants  --  are  scrupulously  protected  in 
securities  fraud  actions.  Under  Rule  23(c) ,  no  case  may  proceed  as 
a  class  action  unless  the  class  is  approved  by  a  court  and  notice 
goes  to  class  members.  Also,  any  class  member  has  the  right  to  opt 
out  of  the  class  and/or  file  an  individual  action  against  the 
defendant  if  he  or  she  is  dissatisfied  with  how  the  case  is 
handled. 

Aside  from  the  built-in  safeguards  of  the  Federal  Rules, 
courts  have  in  recent  years  dramatically  changed  the  substantive 
law  relating  to  securities  class  actions  in  ways  that  markedly 
benefit  defendants.  The  Subcommittee  is  already  familiar  with  the 
two  major  Supreme  Court  decisions  severely  restricting  the  ability 
of  fraud  victims  to  recover  --  the  Lampf  case",  which  established 
a  new  one  year/three  year  federal  statute  of  limitations  for 
Section  10(b)  claims,  and  the  Central  Bank  case",  in  which  the 
Court  held  that  investors  do  not  have  a  private  right  of  action 
against  those  who  aid  and  abet  a  fraud,  even  if  those  persons  acted 
knowingly.    Chairman  Levitt  testified  on  July  22  about  the 


^°  Lampf.  Pleva.  Lipkind.  Prupis  &  Petigrow  v.  Gilbertson.  501 
U.S.  350,  111  S.  Ct.  2773  (1991). 

"   Central  Bank  of  Denver,  N.A.  v.  First  Interstate  Bank  of 
Denver .  N . A . .  114  S.  Ct .  1439  (1994). 
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pernicious  effects  of  both  these  decisions,  and  urged  --as  the  SEC 
has  repeatedly  in  the  past   --   that   they  be  legislatively 
overturned. 

But  Lampf  and  Central  Bank  are  only  the  most  noteworthy  in  a 
line  of  recent  Supreme  Court  and  appellate  decisions  substantially 
benefitting  defendants.   Among  the  other  decisions  are: 

•  Reves  V.  Ernst  &  Young.  113  S.  Ct .  1163  (1993),  in 
which  the  Supreme  Court  substantially  narrowed  the  exposure  of 
accountants  and  other  professional  advisers  to  RICO  liability. 
The  Court  held  that,  in  order  to  be  subject  to  liability  under 
the  most  frequently  used  section  of  RICO,  a  defendant  must 
participate  in  the  operation  or  management  of  the  enterprise 
itself.  An  accounting  firm  that  audits  and  issues  a  report  on 
a  financial  statement  generally  will  not  meet  this  test. 

•  Musick.  Peeler  &  Garrett  v.  Employers  Insurance  of 
Wausau ■  113  S.Ct.  2085  (1993),  in  which  the  Supreme  Court  held 
that  defendants  who  pay  damages  to  victims  in  a  securities 
fraud  action  have  a  right  to  seek  contribution  as  a  matter  of 
federal  law  from  their  co-conspirators,  who  may  have  paid 
nothing  at  all  or  less  than  their  fair  share.  Therefore, 
accountants  and  others  who  believe  they  have  been  forced  to 
pay  victims  of  fraud  more  than  their  proportionate  share  can 
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sue  their  cohorts  who  had  joint  responsibility  for  the 
violation  for  contribution. 

•  Raab  v.  General  Physics  Corporation.  4  F.3d  286  (4th 
Cir.  1993) ,  in  which  the  Fourth  Circuit  affirmed  the  dismissal 
of  a  Section  10(b)  complaint  for  failure  to  plead  specific 
facts  supporting  the  allegations  of  fraud.  Despite  claims  by 
investors  that  three  specific  documents  contained 
misrepresentations,  the  court  found  that  the  statements  in  the 
documents  lacked  the  specificity  necessary  to  malte  them 
material . 

•  In  re:  Donald  J.  Trump  Casino  Securities  Litigation  - 
Ta-j  Mahal  Litigation.  7  F.3d  357  (3rd  Cir.  1993)  ,  in  which  the 
Third  Circuit  applied  the  "bespeaks  caution"  doctrine  broadly 
on  a  motion  to  dismiss,  holding  that  plaintiffs  cannot 
establish  that  reasonable  investors  would  find  alleged 
misstatements  and  omissions  in  a  defendant's  prospectus 
material  to  their  investment  decisions  given  warning  signals 
elsewhere  in  the  prospectus. 

I  would  certainly  never  contend  that  no  frivolous  lawsuit  has 
ever  been  filed,  but  I  firmly  belieVe  that  judges  already  have  the 
tools  to  address  the  few  situations  in  which  complaints  are  brought 
without  sufficient  basis  and  are  using  these  tools  with  increasing 
frequency.    Indeed,  the  case  law  in  recent  years  has  strongly 
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favored  defendant  corporations,   and  is  now  so  skewed  against 
defrauded  investors  that  we  should  be  talking  about  legislative 
relief  in  favor  of  investors,  not  about  erecting  still  more 
roadblocks  to  their  recoveries. 

Let  me  conclude  this  section  of  my  testimony  by  making  two 
points.  First,  at  the  July  22  hearing,  a  number  of  Members  of  the 
Subcommittee  expressed  the  view  that,  despite  all  the  hurdles  a 
victim  must  face  to  get  in  --  and  stay  in  --  court,  it  is  still  a 
simple  matter  to  "allege"  fraud  and  reach  a  profitable  settlement. 
This  is  not  true.  Given  the  strict  pleading  requirements  I  have 
just  outlined  for  Section  10(b)  cases,  the  prevalence  of  dismissal 
and  summary  judgment  and  the  distinct  possibility  of  Rule  11 
sanctions,  there  are  built-in  disincentives  to  file  a  baseless 
contingency  suit  and  virtually  no  chance  of  a  coerced  settlement. 

Moreover,  such  an  argument  can  be  made  with  respect  to  our 
entire  judicial  system.  Alleging  a  civil  --or  even  a  criminal  -- 
violation  may  be  sufficient  to  result  in  court  proceedings  in  which 
a  defendant  is  forced  to  expend  resources.  But  that  is  a  svstemic 
problem  that  must  be  balanced  against  the  cornerstone  American 
tradition  of  access  to  the  courts  by  those  who  believe  they  have 
been  victimized.  Sure,  there  are  some  weak  securities  cases  filed, 
as  there  are  weak  cases  in  every  area  of  the  law.  But  court  rules, 
vigilant  judges,  and  the  Codes  of  Ethics  are  there  to  limit  abuses, 
as  thev  are  in  other  areas  of  the  law. 
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My  second  point  follows  from  the  first.  The  proposals  before 
the  House  and  Senate,  supposedly  crafted  to  reach  an  extremely 
limited  number  of  cases  of  perceived  abuse,  will  instead  interfere 
with  meritorious  cases  as  well.  That  is  a  result  I  do  not  believe 
any  Member  of  this  Subcommittee  wants,  but  it  is  a  real  concern  of 
SEC  and  state  enforcement  officials  as  well  as  the  private  bar. 

In  Senate  testimony,  both  the  SEC  and  the  state  regulators 
repeatedly  urged  caution  because  they  feared  broad  legislative 
changes  might  inadvertently  shut  the  door  on  meritorious  claims. 
SEC  Enforcement  Director  McLucas  stated  flatly  that  "There  is  a 
substantial  danger  that  legislative  reform  targeted  at  frivolous 
litigation  will  also  have  an  unintended  effect  on  valid  claims. "^^ 
NASAA's  Griffin  agreed:  "While  such  changes  may  have  the  effect  of 
eliminating  a  handful  of  dubious  securities  fraud  lawsuits,  it  will 
eke  out  a  minuscule  benefit  only  by  inflicting  a  massive  harm;  that 
is  an  [in]  discriminate  curb  on  access  to  the  courts  for  all  victims 
of  financial  swindles.  "^^ 

In  my  view,  the  judicial  system  is  the  best  forum  within  which 
to  address  any  litigation  abuses.  Courts  deal  with  these  actions 
on  a  daily  basis  and  are  familiar  with  the  specific  facts  of  each 
case.   As    SEC  Commissioner  Richard  Roberts  has  cogently  noted, 


'-  Private  Litigation  Under  the  Federal  Securities  Laws,  supra 
note  7  at  38. 

^=   Id.  at  40. 
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judges  are  better  able  "to  make  the  fine  qualitative  judgments 
necessary  to  sift  out  the  meritless  securities  litigation  from  all 
securities  litigation"  than  either  a  new  rule  or  statute.^"  Courts 
have  already  taken  steps  to  tighten  securities  class  action 
requirements.   This  evolution  should  be  allowed  to  proceed. 

Comments  on  H.R.  417 

With  the  exception  of  section  4  of  the  H.R.  417,  addressing 
the  statute  of  limitations,  there  is  not  a  single  provision  in  the 
bill  that  will  benefit  victims  of  fraud  or  increase  recoveries  for 


"  "Litigation  Reform,  Simplification,  and  Internation- 
alization, "  Remarks  of  Richard  Y.  Roberts,  Commissioner,  U.S. 
Securities  and  Exchange  Commission,  before  the  OCA  Alumni  Meeting, 
Washington,  DC,  June  28,  1993,  at-2-3.  Commissioner  Roberts  stated 
that: 

I  am  concerned  that  the  securities 
litigation  reform  legislation  under 
consideration  in  Congress,  if  enacted,  would 
achieve  reform  at  the  expense  of  existing 
protections  against  deliberate  fraud  and  would 
make  it  impossible  for  many  defrauded 
investors  who  prevail  at  trial  to  recover  full 
compensation  for  their  losses.  Thus,  I  have 
not  supported  the  legislative  securities 
litigation  reform  efforts  underway  to  date. 

I  argue  that  it  is  difficult  to  make  the 
fine,  qualitative  judgments  necessary  to  sift 
out  the  meritless  securities  litigation  from 
all  securities  litigation  either  by  rule  or  by 
statute.  I  believe  that  such  a  process  can  be 
better  handled  by  the  judicial  system  itself. 
In  fact,  I  submit  that  litigation  reform  is 
presently  being  conducted  by  the  federal 
judiciary.  I  further  submit  that  proponents 
of  litigation  reform  may  be  better  served  by 
encouraging  the  continuation  to  date  rather 
than  to  engage  in  the  pursuit  of  well 
intentioned  but  ill-fated  legislative  reform. 
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class  members.   There  are  many  provisions  that  would,  standing 
alone,  block  or  handicap  meritorious  cases. 

As  a  litigator,  I  can  state  without  equivocation  that,  if  H.R. 
417  passed  in  its  current  form,  it  would  virtually  end  securities 
class  actions  by  defrauded  investors.  Moreover,  by  shielding 
wrongdoers  from  accountability,  H.R.  417  would  substantially  weaken 
deterrence  against  fraud  precisely  when  we  should  be  strengthening 
law  enforcement  efforts. 

NASCAT  is  not  alone  in  its  opposition.  Every  major  consumer 
group  --  Consumer  Federation  of  America,  Consumers  Union,  Public 
Citizen,  and  U.S.  PIRG  --  opposes  H.R.  417.  Every  major  group 
representing  senior  citizens  --  the  American  Association  of  Retired 
Persons,  the  Gray  Panthers,  and  the  National  Council  of  Senior 
Citizens  --  opposes  H.R.  417.  The  North  American  Securities 
Administrators  Association  --  representing  the  securities 
regulators  in  each  of  the  50  states  --  opposes  H.R.  417.  Major 
national  unions  like  the  Teamsters,  and  innumerable  local 
affiliates  of  other  unions  and  of  the  national  consumer  and  elderly 
groups  just  mentioned  also  oppose  H.R.  417.  They,  too,  recognize 
that  the  bill,  by  severely  limiting  victims'  rights,  would  reduce 
public  confidence  in  the  financial  markets,  thus  impairing  capital 
formation  --  and  hurt  everyone. 
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As  Chairman  Levitt  made  clear  in  his  testimony,  the  SEC  also 
opposes  the  two  central  prongs  of  H.R.  417  --  the  abrogation  of 
joint  and  several  liability  and  the  imposition  of  the  "English 
Rule"  on  fee-shifting. 

At  the  last  hearing,  Representative  Tauzin  suggested  that  he 
was  not  committed  to  H.R.  417  in  its  present  form,  indicating  that 
it  might  not  be  the  "right  formula."  In  an  effort  to  help 
structure  the  debate  and  move  toward  a  better  formula,  let  me 
briefly  discuss  each  provision  in  H.R.  417. 

Joint  and  Several  Liability.  Under  current  law,  violators  of 
Section  10(b)  are  jointly  and  severally  liable.  Thus,  in  the 
Lincoln  Savings  case,  if  no  settlements  had  been  reached  and  the 
jury  had  found  Mr.  Keating,  the  Big  Six  accounting  firm  that 
audited  his  books,  and  the  law  firm  that  prepared  false  submissions 
to  the  Federal  Home  Loan  Band  Board  liable  --a  finding  that  for 
each  defendant  would  have  required  proof  of  scienter  --  they  would 
have  been  jointly  and  severally  liable  for  $288  million.  If  Mr. 
Keating  were  penniless,  as  he  claims,  the  victims  could  recover  the 
full  amount  from  the  accountants,  the  lawyers,  or  some  combination. 

Under  H.R.  417,  only  a  person  who  commits  "knowing  securities 
fraud"  can  be  jointly  and  severally  liable  for  damages.  A 
defendant  comes  within  this  standard  only  if  he  (a)  "makes  a 
material   representation   with   actual   knowledge   that   the 
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representation  is  false  or  omits  to  make  a  material  statement  with 
actual  knowledge  that,  as  a  result  cf  the  omission,  one  of  his 
material  representations  is  false";  and  (b)  "knows  that  other 
persons  are  likely  to  rely  on  that  misrepresentation  or  omission." 
H.R.  417  also  specifically  exempts  defendants  who  engage  in 
reckless  conduct  from  joint  and  several  liability. 

H.R.  417  would  thus  change  the  system,  in  part,  to 
"proportional  liability."  Under  proportional  liability,  in  the 
Lincoln  case,  the  jury  would  have  to  apportion  the  wrongdoing  among 
the  defendants.  If  it  decided  that  Mr.  Keating  was  75% 
responsible,  the  accountants  15%,  and  the  law  firm  10%,  that  would 
cap  the  recovery  from  the  accountants  at  $43  million  and  the 
recovery  from  the  lawyers  at  $28  million.  This  would  make  a  full 
recovery,  by  judgment  or  settlement,  impossible,  as  the 
professionals  with  the  assets  or  insurance  to  pay  would  have  the 
trump  card  of  proportional  liability,  and  the  victims  would  have 
the  albatross  of  Mr.  Keating,  centrally  involved  but  judgment- 
proof.  In  a  case  involving  virtually  unprecedented  behavior  by 
professionals  in  a  fraud,  such  a  result  should  be  unacceptable  to 
all  of  us. 

Quite  simply,  the  changes  to -joint  and  several  liability  made 
by  H.R.  417  will  mean  less  accountability  for  those  professionals 
involved  in  complex  commercial  wrongdoing  --  and  less  chance  for 
fraud  victims  fully  to  recover  what  was  taken  from  them.   The 
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changes  will  be  particularly  devastating  to  class  members  in  cases 
in  which  the  primary  wrongdoer  is  bankrupt  --  the  precise  situation 
in  Lincoln  Savings  and  many  other  frauds . 

If  H.R.  417  were  already  law,  tens  of  thousands  of  individual 
investors  in  other  cases  who  are  victims  of  fraud  would  find 
themselves  without  the  opportunity  to  recover  damages.  This  is  not 
an  abstract  argument .   This  is  real . 

The  provisions  of  H.R.  417  would  take  away  the  chance  of 
recovery  for  individual  investors  in  some  of  the  most  notorious 
frauds  of  the  last  several  years:  In  the  Cascade  case  in  Florida, 
where  one  of  the  company's  officers  pled  guilty  to  criminal  fraud 
and  the  other  has  vanished,  ...  in  the  Centrust  case  in  Florida, 
where  Centrust  president  David  Paul  pled  guilty  to  bank  fraud,  . . . 
in  the  Comptronix  case  in  Alabama,  ...  in  the  Miniscribe  case  in 
Colorado,  where  one  of  the  executives  is  now  under  criminal 
indictment,  ...  in  the  Wedtech  case  in  New  York,  where  several 
Wedtech  officers  pled  guilty  to  federal  crimes,  ...  in  the  Crazy 
Eddie  case  in  New  York,  a  fraud  for  which  Eddie  Antar  is  now 
spending  time  in  federal  prison,  ...  in  the  ZZZZ  Best  case  in 
California,  in  which  ZZZZ  Best's  president  Barry  Minkow  was  found 
guilty  of  federal  crimes,  .  .  .  and  in  one  of  the  biggest  frauds 
ever,  the  Washington  Public  Power  Supply  System  bond  default  case, 
whose  victims  number  ever  10,000  investors  nationwide. 
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Chairman  Levitt  was  especially  eloquent  in  his  testimony 
regarding  the  rationale  behind,  and  the  need  for,  joint  and  several 
liability.   Because  I  cannot  improve  on  his  defense  of  the  current 
system,  I  will  simply  repeat  it: 

.  .  .  Since  securities  fraud  cases  often 
involve  insolvent  issuers  or  individuals, 
however,  some  defendants  in  such  cases  may  not 
be  able  to  pay  their  fair  share  of  the  damages 
they  have  jointly  caused.  Advocates  of 
proportionate  liability  argue  that  joint  and 
several  liability  produces  an  inequitable 
result  in  such  circumstances  because  it  forces 
parties  who  are  only  partially  responsible  for 
the  harm  to  bear  more  than  their  proportionate 
share  of  the  damages.  The  accounting 
profession,  in  particular,  argues  that  the 
current  system  provides  plaintiffs  with  an 
incentive  to  join  as  many  "deep  pockets"  as 
possible,  and  compels  defendants  to  settle 
weak  claims  in  order  to  avoid  disproportionate 
liability. 

The  response  to  this  argument  is  that, 
although  the  traditional  doctrine  of  joint  and 
several  liability  may  cause  accountants  and 
others  to  bear  more  than  their  proportional 
share  of  liability  in  particular  cases,  this 
is  because  the  current  system  is  based  on 
equitable  principles  that  operate  to  protect 
innocent  investors.  In  essence,  as  between 
defrauded  investors  and  the  professional 
advisers  who  assist  a  fraud  by  knowingly  or 
recklessly  failing  to  meet  professional 
standards,  the  risk  of  loss  should  fall  on  the 
latter.  Defrauded  investors  should  not  be 
denied  an  opportunity  to  recover  all  of  their 
losses  simply  because  some  defendants  are  more 
culpable  than  others. 

As  noted  at  the  out.set,  the  Commission's 
primary  responsibility  is  the  protection  of 
investors.  Simply  put,  the  Commission 
believes  that  defendants  who  engage  in  fraud 
should  be  held  accountable  for  investor  losses 
resulting  therefrom.  The  Commission  is 
concerned  about  proportionate  liability  tests 
that  leave  investors  without  an  effective 
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remedy  in  situations  where  it  can  be  proven 
that  one  or  more  defendants,  through  knowing 
or  reckless  misconduct,  caused  investor 
losses.  ^^ 


H.R.  417  would  in  many  cases  immunize  accountants,  lawyers, 
and  other  professionals  from  joint  and  several  liability  --  a 
bizarre  result  given  their  central  role  in  the  savings  and  loan 
crisis  and  other  financial  shenanigans  of  the  past  decade.  (One 
fact  will  suffice  here:  According  to  the  General  Accounting 
Office,  when  all  categories  of  professionals  are  considered. 
Resolution  Trust  Corporation  attorneys  suspect  wrongdoing  on  the 
part  of  one  or  more  professionals  affiliated  with  over  80%  of 
failed  thrift  institutions.") 

Importantly,  by  requiring  actual  knowledge  of  a  fraud  by  a 
professional  in  order  to  be  jointly  and  severally  liable,  H.R.  417 
would  only  encourage  accountants  and  lawyers  to  look  the  other  way 


^^  Testimony  of  Arthur  Levitt,  Chairman,  U.S.  Securities  and 
Exchange  Commission,  concerning  Litigation  Under  the  Federal 
Securities  Laws,  Subcommittee  on  Telecommunications  and  Finance, 
House  Committee  on  Energy  and  Commerce,  July  22,  1994,  at  20-21. 

"  I  would  also  note  that  a  federal  judge  wrote  in  1991  that: 
"Accounting  firms  may  have  been  responsible  for  many  of  the  abuses 
which  have  led  to  this  country's  savings  and  loan  crisis.  In  fact, 
[the  Office  of  Thrift  Supervision]  advised  the  court  that 
approximately  one-third  of  the  690  financial  institutions  that  have 
failed  were  audited  by  Ernst  &  Young  or  its  predecessor."  Director 
of  the  Office  of  Thrift  Supervision  v.  Ernst  &  Young.  786  F.  Supp. 
46,  52  (D.D.C.  1991).  More  recently,  the  Wall  Street  Journal 
carried  a  lengthy  article  about  the  extensive  role  professionals 
played  in  the  major  fraud  involving  Towers  Financial  Corporation. 
"Where  There's  a  Scam,  Noted  Professionals  Can  Lend  It  Credence  -- 
Lawyers,  Politicos,  Lobbyists  Served  Towers  Financial  While 
Investors  Bled,"  Wall  Street  Journal.  July  27,  1994. 
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in  order  to  avoid  liability,  rather  than  engaging  in  rigorous 
questioning  of  their  clients'  books,  statements,  records,  and/or 
business  plans.   I  do  not  believe  this  represents  sensible  public 
policy. 

Exempting  reckless  conduct  from  joint  and  several  liability  is 
manifestly  unfair  to  fraud  victims.  There  can  be  no  justification 
for  favoring  a  reckless  professional  over  an  innocent  victim  in 
deciding  who  should  bear  the  risk  of  loss.  If  an  accountant, 
lawyer,  or  other  professional  acts  recklessly  and  thereby  furthers 
a  fraud,  he  or  she  should  be  fully  liable  to  the  victims  who 
suffered  as  a  result. 

What  is  particularly  disingenuous  about  the  proposal  to 
restrict  joint  and  several  liability  contained  in  H.R.  417  is  that 
the  proponents  of  litigation  "reform"  insist  that  they  are 
concerned  about  recoveries  by  class  members  of  "pennies  on  the 
dollar."  Yet,  this  provision  of  H.R.  417  would  make  it  virtually 
impossible  for  victims  of  fraud  fully  to  recover  their  losses  in 
cases  in  which  the  primary  wrongdoer  is  bankrupt . 

Fee  Shifting.  Under  H.R.  417,  a  court  must  impose  fees  and 
costs  against  the  losing  party  in  a  securities  action  unless  the 
judge  determines  that  the  position  of  the  losing  party  was 
"substantially  justified."  This  "English  Rule"  on  fee  shifting 
contrasts  with  the  "American  Rule"  under  which  each  side  in  a  case 
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ordinarily  pays  its  own  fees  and  costs.   Because  of  our  national 
policy  in  favor  of  access  to  justice,  for  200  years  the  United 
States  has  opted  for  the  latter  rule. 

This  provision  in  H.R.  417  wculd  effectively  end  all  class 
actions  by  victims  of  fraud.  By  definition,  a  securities  class 
action  is  a  suit  by  one  or  a  few  investors  who  have  lost  relatively 
small  amounts  of  money  (except  to  them)  and  who  sue  on  behalf  of 
all  those  similarly  injured.  The  legal  expenses  for  such  a  suit 
will,  of  necessity,  be  totally  disproportionate  to  the  individual 
losses  of  those  victims  who  sue  as  class  representatives.  No 
victim  will  stand  up  and  sue  as  the  champion  of  the  class  for  his 
or  her  small  loss  if  the  risk  --  under  the  English  Rule  --  is 
paying  millions  in  fees  of  well-heeled  insurance  companies, 
corporations,  investment  banking  houses,  accounting  firms  and  law 
firms.  Ethically,  I  do  not  believe  I  could  even  recommend  to  a 
victim  that  he  or  she  be  a  class  representative  given  the  huge 
potential  risk  under  an  English  Rule  and  the  uncertainty  of  any 
litigation. 

I  would  note  that  Chairman  Levitt  also  opposed  this  provision 
in  his  testimony,  arguing  that  it  wculd  "inappropriately  discourage 
defrauded  investors  with  meritorious  claims  from  seeking 
compensation."  He  added  that:  "Because  individual  plaintiffs  in 
class  action  litigation  often  stand  to  recover  only  a  small  amount, 
the  risk  of  having  to  assume  liability  for  a  defendant's  legal  fees 
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and  other  expenses  would  be  totally  disproportionate  to  their 
potential  recovery."" 

Burden  of  Proof.   H.R.  417  requires  that  fraud  victims  prove 

scienter  by  "clear  and  convincing"  evidence.  Raising  this  proof 

standard   from   the   current   "preponderance  of   the   evidence" 
requirement  would  be  patently  unfair. 

In  nearly  all  civil  suits  for  money  damages,  plaintiffs  must 
prove  their  case  by  a  preponderance  of  the  evidence.  Similarly,  in 
actions  by  the  SEC  to  establish  fraud,  proof  by  preponderance  of 
the  evidence  suffices  to  establish  liability.  In  1983,  the  Supreme 
Court  unanimously  held  that  the  preponderance  standard  controls  in 
private  securities  fraud  litigation.^" 

Again,  the  interests  of  defendants  in  a  securities  case  do  not 
differ  qualitatively  from  the  interests  of  defendants  sued  for 
violations  of  other  federal  statutes  such  as  the  antitrust  or  civil 
rights  laws,  for  which  proof  by  a  preponderance  of  the  evidence 
suffices.  On  the  other  hand,  the  interests  of  plaintiffs  in 
securities  suits  are  significant.  Defrauded  investors  are  among 
the  very  individuals  Congress  sought  to  protect  in  the  securities 
laws.   If  they  prove  that  it  is  morfe  likely  than  not  --  that  is,  by 


17 


Levitt  testimony,  supra  note  12  at  15-16. 


^*   Herman  &  McLean  v.  Huddleston.  103  S.  Ct .  689,  690-92 
(1983)  . 
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a  preponderance  of  the  evidence  --  that  they  were  defrauded,  they 
should  recover. 

This  is  not  only  an  unfair  proposal,  but  it  is  a  telling  one 
in  terms  of  what  the  proponents  really  want.  If  the  proponents  of 
H.R.  417  were  truly  concerned  with  frivolous  litigation,  they  would 
not  spend  time  or  political  capital  on  this  provision.  The  burden 
of  proof  at  trial  will  not  even  be  relevant  if  the  case  is 
frivolous.  Rather,  it  appears  that  the  proponents  are  simply 
seeking  to  handicap  securities  plaintiffs  in  any  way  they  can, 
making  it  less  likely  that  a  jury  of  their  peers  will  find  their 
conduct  fraudulent.  When  twelve  jurors  unanimously  conclude  that 
a  defendant  committed  securities  fraud,  that  should  be  enough;  to 
instruct  that  jury  that  the  proof  must  exceed  that  required  in 
other  cases  (including  those  permitting  treble  damages)  is 
unwarranted. 

Finally,  I  would  note  that  proof  is  often  difficult  and 
circumstantial  in  these  cases,  where  the  corporate  witnesses  are 
hostile.  Unlike  many  other  types  of  litigation,  a  fraud  case  must 
often  be  constructed  entirely  from  evidence  that  is  exclusively 
within  the  possession  of  the  defendants.  Plaintiffs  who  had  no 
face-to-face  dealings  with  defendants  already  have  a  substantial 
burden  to  prove  fraud  by  a  preponderance  of  the  evidence;  a  higher 
standard  is  simply  unfair. 
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Pleading  Recruirement .  H.R.  417  proposes  yet  another  hurdle 
for  fraud  victims  by  requiring  that  "the  plaintiff  must  allege 
[facts]  in  its  complaint"  that  show  a  defendant  acted  with 
scienter.  Evidence  demonstrating  the  "state  of  mind"  of  a 
defendant  is  almost  always  not  within  the  plaintiff's  possession 
until  after  discovery  --  yet,  H.R.  417  will  require  victims  to  have 
this  evidence  at  the  beginning  of  the  suit.  This  would  prove  to  be 
an  insurmountable  hurdle  for  many  meritorious  cases. 

So-called  "Abusive"  Practices.  H.R.  417  contains  a  number  of 
provisions  that  are  aimed  at  what  the  drafters  view  as  "abusive" 
practices  --  payments  to  class  representatives,  stock  ownership  by 
plaintiffs'  lawyers,  referral  fees,  and  attorneys'  fees  paid  from 
SEC  disgorgement  funds. 

Leaving  aside  the  issue  of  whether  legislation  is  even 
necessary  in  these  areas,  there  are  drafting  problems  with  these 
provisions.   For  example, 

Limitations     on     awards      to     class     representatives.  Named 

plaintiffs  in  class  actions  must  take  time  away  from  their  jobs  to 
prosecute  the  case.  They  are  deposed  --  often  for  days  on  end  -- 
and  may  have  to  testify  at  trial.  From  time-to-time,  courts 
understandably  order  payments  of  additional  amounts  to  these 
plaintiffs.   Any  legislation  should  clearly  state  that  courts  are 
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free  to  continue  this  practice  in  securities  (and  other)  class 
actions;  H.R.  417  does  not  do  so. 

Limitations  on  stock  ownership  bv  lawyers.  This  section  is 
manifestly  unfair  since  it  only  applies  to  plaintiffs'  counsel  and 
only  in  securities  class  actions.  Moreover,  ownership  of  stock  in 
a  company  by  an  attorney  who  is  class  counsel  has  never  been  viewed 
as  disqualifying  that  attorney  from  representing  the  class.  If 
this  provision  were  enacted,  the  result  would  be  that  plaintiffs' 
securities  lawyers  --  and  all  the  members  of  their  law  firms  -- 
would  be  left  with  virtually  no  eUaility  to  own  stock  in  a  public 
company,  either  directly  or  indirectly. 

•  Without  any  evidence  that  such  stock  ownership 
represents  an  ethical  or  legal  problem,  all  lawyers  in  a  firm 
could  be  barred  from  representing  a  plaintiff  class  if  anv 
attorney  in  the  firm  happened  to  own  a  single  share  of  stock 
that  was  the  subject  of  the  litigation. 

•  Even  ownership  of  a  "beneficial  interest"  in  stock  is 
barred;  this  could  prohibit  any  participation  by  any  firm 
lawyers  in  a  mutual  fund,  pension  plan  or  trust  fund  in  which 
ownership  of  individual  stocks  may  not  be  voluntary. 

Limitations  on  payment  of  referral  fees.  This  provision  in 
H.R.  417  would  prohibit,  by  its  terms,  a  referring  counsel  from 
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working  on  and  getting  paid  in  a  securities  case.  Since  total 
legal  fees  are  set  by  the  court,  the  question  of  referral  fees  does 
not  affect  victim  recoveries.  State  law  generally  permits  such 
referral  fees  --  with  good  reason  --  since  they  give  local  lawyers 
an  incentive  to  find  other  counsel  with  expertise  in  litigating 
complex  cases  to  help  represent  class  members. 

Aiding  and  Abetting.  This  provision  of  H.R.  417  has  been 
superseded  by  the  Supreme  Court's  decision  in  Central  Bank.  The 
SEC  has  testified  that  the  decision  should  be  overturned 
legislatively  and  Senator  Metzenbaum  has  already  introduced  a  bill 
to  do  so.  Chairman  Markey  has  announced  his  intention  to  introduce 
similar  legislation  shortly.  Many  other  Members  of  Congress  who 
have  been  involved  in  the  securities  legislation  issue  --  including 
Senator  Dodd  and  several  Members  of  this  Subcommittee  --  have 
indicated  their  support  for  such  efforts.  We  also  believe  the 
Central  Bank  decision  should  be  overturned  promptly. 

Statute  of  Limitations.  H.R.  417  modifies  the  Supreme  Court's 
1991  decision  in  the  Lampf  case,  which  established  a  "one  year 
after  discovery/three  years  after  the  violation"  statute  of 
limitations  for  private  actions  filed  under  Section  10(b). 

As  the  SEC  and  numerous  experts  have  stated,  this  period  is 
too  short,  given  the  fact  that  securities  fraud  is  inherently 
complex.   Defrauded  investors  should  not  be  deprived  of  a  remedy 
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simply  because  the  perpetrator  of  a  fraud  manages  to  conceal  its 
existence  for  more  than  three  years . 

The  Washington  Public  Power  Supply  System  bond  default 
case  may  be  the  best  example  of  this  problem.  In  that  case, 
investors  had  purchased  investment  grade  municipal  bonds  beginning 
in  1977.  Eighty-eight  counties  and  municipalities  had  agreed  to 
repay  the  bond,  "come  hell  or  high  water."  Problems  started  to 
develop  in  the  underlying  nuclear  project  in  1981,  and  questions 
began  to  be  asked  about  the  enforceability  of  the  agreements  in 
1982.   Litigation  was  filed  in  early  1983. 

Under  Lampf .  most  of  the  investors  would  have  been  out  of  luck 
because  the  three  year  statute  would  have  run  before  they  had  the 
slightest  inkling  of  a  problem.  This  long  lead  time  before 
discovery  is  common  in  bond  default  cases,  because,  at  the  time  the 
bonds  are  initially  offered  for  sale,  part  of  the  proceeds  are 
directly  allocated  to  interest  payments  for  the  period  before  the 
project  is  completed. 

H.R.  417  slightly  extends  the  statute  of  limitations  to  the 
earlier  of  (1)  five  years  after  the  violation  or  (2)  one  year  after 
the  violation  was  discovered  "or  should  have  been  discovered 
through  the  exercise  of  reasonable  diligence."  Still,  the 
Washington  Public  Power  Supply  System  plaintiffs  would  have  had 
difficulties,  as  the  1977  purchasers  would  be  shut  out  of  court  by 
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the  mere  happenstance  that  the  problem  did  not  arise  until  more 
than  five  years  after  their  purchase.   Any  absolute  limitation, 
tied  to  the  purchase  date  for  the  security,  will  cut  off  legitimate 
claims,  as  in  that  case. 

Therefore,  I  would  recommend  that  there  be  no  outside 
limitation  tied  to  the  date  of  the  violation,  but  only  a  three-year 
limitation  subsequent  to  the  discovery  of  the  fraud.  This  will 
also  help  diminish  the  need  for  quick  filing."  If  an  outside 
limitation  is  included  in  legislation,  at  a  minimum,  I  would 
suggest  that  the  language  include  a  provision  that  tolls  the 
statute  of  limitations  for  a  continuing  concealment  of  the  fraud. 

The  other  problem  with  the  limitations  provision  in  H.R.  417 
is  the  constructive  notice  (i.e.  ,  "reasonable  diligence")  standard, 
which  will  impose  a  major  hurdle  for  defrauded  investors,  and  will, 
without  question,  lead  to  increased  litigation  as  defendants  seek 
to  prove  a  victim's  ability  to  discover  fraud.  The  standard  should 
be  one  of  actual  knowledge. 


^'  A  one  year  limitation  per,iod  after  discovery  provides  an 
incentive  to  sue  professionals  at  the  outset,  rather  than  wait  for 
further  information  to  become  available.  If  a  plaintiff  sues  the 
offending  company  and  its  officers,  and  after  discovery  seeks  to 
add  the  accountants  or  attorneys,  he  may  be  met  with  the  argument 
"too  late."  In  this  manner,  a  short  limitations  period  tends  to 
increase,  rather  than  decrease,  litigation  and  the  number  of 
parties  sued. 
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How  Would  the  Lincoln  Case  Have  Been  A£fected 
If  H.R.  417  Had  Been  the  Law? 

We  filed  the  ACC/Lincoln  Savings  &  Loan  case  in  1989.   As  I 

have  already  mentioned,  we  have  to  this  point  recovered  some  $24  0 

million  of  the  $288  million  in  damages  that  the  victims  sustained. 

I  am  hopeful  that  we  will  continue  to  recover  money  for  these 

victims.   You  should  note  that  the  SEC  did  not  initially  file  a 

case  against  Mr.  Keating  and  his  cohorts,  although  the  Commission 

obtained  a  consent  decree  against  him  earlier  this  year.    Of 

course,  the  Commission  recovered  no  money  for  Keating' s  victims, 

since  its  mandate  is  enforcement,  not  compensation  of  individual 


Let  me  remind  you  of  a  number  of  salient  facts  involving  Mr. 
Keating,  Lincoln  and  its  parent  company,  American  Continental 
Corporation.  Their  victims  --  most  of  them  elderly  --  purchased 
ACC  bonds  based  on  financial  statements  that  were  blatantly  false, 
while  the  company  defrauded  federal  regulators  in  order  to  stay  in 
business.  Outside  auditors  gave  the  savings  and  loan  and  its 
parent  company  clean  bills  of  health  year  after  year  while 
collecting  huge  fees;  they  allowed  the  principal  perpetrators  to 
keep  federal  regulators  at  bay  while  they  systematically  defrauded 
the  elderly  investors  and  bondholders.  As  happens  all  too  often, 
the  main  villain  --  Keating  --  and  his  company  ultimately  went 


^°  In  the  Washington  Public  Power  Supply  System  case,  the  SEC 
took  no  action,  after  years  of  study.  In  the  private  action,  we 
recovered  over  $  700  million  for  defrauded  investors. 
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bankrupt,  and  are  essentially  j udgment -proof .   Yet,  Keating  would 
never  have  succeeded  in  his  scheme  without  his  cadre  of  highly  paid 
professionals;  it  was  upon  them  we  focused  our  case. 

If  the  provisions  of  H.R.  417  had  been  the  law  in  1989,  we 
would  almost  certainly  not  have  brought  the  Keating  case.  If  we 
had  brought  the  case,  at  best  we  would  have  been  able  to  recover 
only  a  fraction  of  what  we  have  been  able  to  recover  so  far  for  the 
class  members. 

Let  me  explain  how  H.R.  417  would  have  changed  the  outcome  in 
this  case: 

•  Faced  with  the  English  Rule  on  fee-shifting,  we  in  all 
likelihood  could  not  have  brought  the  case.  Keating  had 
surrounded  himself  with  the  best  --  and  most  costly  --  lawyers 
money  could  buy.  His  victims  were  not  wealthy;  many  had  lost 
all  their  money  due  to  the  Lincoln  scam;  others  had  lost 
substantial  parts  of  their  savings.  I  could  not  in  good 
conscience  have  recommended  that  an  elderly  person  who  had 
lost  half  of  his  or  her  life  savings  risk  the  other  half  on 
litigation.  And  the  bolder  we  were  in  naming  professionals  we 
had  reason  to  believe  were  culpable,  the  greater  the  risk  of 
a  finding  that  the  claim  was  "not  substantially  justified." 
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•  Without  joint  and  several  liability,  we  could  have 
recovered  very  little  for  the  class,  even  if  we  had  filed  suit 
and  won.  Keating  was  clearly  the  primary  wrongdoer,  and  a 
trier  of  fact  could  have  concluded  --  based  on  his  especially 
despicable  behavior  --  that  he  and  Lincoln/ACC  were  80%  or  90% 
responsible  for  the  fraud.  Since  Keating  and  the  corporation 
are  now  bankrupt,  the  proportionate  liability  provisions  of 
H.R.  417  would  have  left  the  victims  with  a  maximum  10%  or  20% 
recovery.  That  would  be  grossly  unfair.  Who  should  suffer 
the  risk  of  loss  in  such  a  situation  --  the  victims  of  the 
fraud  or  the  conspirators  involved  in  the  wrongdoing?  Surely 
the  latter. 

•  With  the  enhanced  pleading  and  burden  of  proof 
requirements,  we  would  have  had  two  more  litigation  hurdles  to 
overcome.  Combined  with  the  English  Rule,  this  would  have 
made  filing  suit  even  a  more  speculative  and  dangerous 
proposition  for  the  victims. 

•  The  statute  of  limitations  provision  in  H.R.  417  might 
have  precluded  the  suit  entirely,  since  it  bars  suit  one  year 
after  the  date  on  which  the  fraud  was  discovered  "or  should 
have  been  discovered  through  the  exercise  of  reasonable 
diligence"  --  a  shorter  period  than  was  operative  in  Arizona 
when  we  filed  suit.   At  a  minimum,  we  undoubtedly  would  have 
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been  forced  to  litigate  when  the  fraud  "should  have  been 
discovered"  since  there  were  some  warning  signals  about  Mr. 
Keating  that  preceded  our  suit. 

When  I  testified  before  the  Oversight  and  Investigations 
Subcommittee  on  the  proposed  Me 11 on -Dreyfus  merger,  Rep.  Schaefer, 
a  Member  of  that  Subcommittee  as  well  as  this  one,  stated  that 
"...  the  StL  problems,  the  scandal  and  what  it  has  cost  to  bail 
out  through  the  RTC  is  unbelievable,  and  I  think  none  of  us  want  to 
get  into  that  situation  again."  Everyone  would  certainly  agree 
with  that  sentiment.  What  I  am  saying  is  that,  if  H.R.  417  passes. 
Congress  will  have  increased  the  likelihood  of  another  "situation" 
like  that.  The  deterrent  of  multi-million  dollar  fraud  liability 
is  real  and  is  necessary. 

Our  Proposal*;   Fraud  V^<7«;<iim  w«ed  Stronger  Proteetlons 

When  it  comes  to  financial  fraud,  the  last  decade  has  shown 
that  the  problem  is  not  too  much  accountability,  but  not  enough. 
The  problem  has  not  been  too  much  law  enforcement  by  federal  and 
state  regulators,  but  --  principally  because  of  shrinking  resources 
in  a  time  of  growing  markets  --  not  nearly  enough.  And  the  problem 
has  certainly  not  been  too  much  protection  for  defrauded  investors. 

I  believe  Congress  should  act  to  protect  the  capital  markets 
and  the  public,  not  by  watering  down  the  securities  laws,  but  by 
strengthening   protections   for   fraud   victims   and   increasing 
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enforcement  and  deterrence.    In  that  vein,  I  would  respectfully 
suggest  that  a  legislative  package  should  contain  provisions  to 
accomplish  the  following: 

•  Overrule  the  Central  Bank  of  Denver  decision.  In  line 
with  the  recommendation  of  the  SEC  and  the  stated  views  of 
numerous  Members  of  Congress,  aiding  and  abetting  liability  in 
private  securities  actions  should  be  restored. 

•  Overrule  the  Lampf  decision.  Clearly,  the  one/three 
year  statute  of  limitations  imposed  by  the  Lampf  decision  for 
private  suits  is  not  sufficient.  In  some  cases,  a  plaintiff 
has  no  reason  to  suspect  fraud  until  years  after  the  fraud  has 
occurred.  A  three  year  statute  of  limitations  triggered  by 
actual  knowledge  that  fraud  has  been  committed  (as  is  the  case 
in  many  states)  would  better  protect  victims  of  fraud  and  let 
fewer  wrongdoers  off  the  hook.  Any  other  standard  (i.e.  . 
triggered  if  the  plaintiff  "had  reason  to  know"  of  the  fraud) 
will  only  breed  more  litigation. 

•  Treble  damages  in  appropriate  cases.  Currently, 
punitive  damages  are  not  available  in  securities  fraud  cases. 
In  contrast,  the  antitrust  laws  of  the  United  States  provide 
for  automatic  treble  damages,  with  attorneys'  fees  and  costs. 
Multiple  damages  are  obviously  a  powerful  deterrent.  In  cases 
in  which  there  is  deliberate  fraud  by  central  participants. 
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Congress  should  amend  the  securities  law  so  as  to  provide  such 
a  remedy.  An  appropriate  treble  damage  remedy  would  not  only 
strengthen  deterrence,  but  would  demonstrably  increase 
recoveries  for  class  menr±iers,  an  apparent  concern  of  even  the 
proponents  of  litigation  "reform." 

•  Elimination  of  secrecv  orders.  S.  1976,  Senator 
Dodd's  legislation,  commendably  requires  that  settlement 
agreements  in  securities  class  actions  be  a  matter  of  public 
record.  As  many  consumer  groups  have  pointed  out,  however, 
the  bill  does  not  ban  the  almost  universal  secrecy  orders  that 
are  required  by  defendants  as  a  condition  of  producing 
documents  during  discovery.  These  secrecy  orders  remain  in 
effect  throughout  the  litigation,  and  generally  require  that, 
once  the  case  is  terminated,  the  produced  documents  be 
destroyed  or  returned  to  the  defendants  or  other  parties. 
Such  secrecy  orders  keep  significant  corporate  wrongdoing  from 
public  scrutiny,  and  allow  defendants,  after  settlement,  to 
proclaim  their  innocence  (and  impugn  the  motives  of  those  who 
sued  them)  without  fear  of  contradiction. 

•  More  understandable  notices.  We  agree  with  the 
state  regulators  and  others  that  settlement  notices  provided 
to  class  members  are  often  obtuse  and  confusing,  and  should  be 
written  in  plain  English.  Much  of  the  density  of  these 
documents  is  simply  a  result  of  lawyers  being  lawyers,  and 
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using  what  worked  in  the  last  case.  Class  members  have  a 
right  to  insist  on  understandable  documents  that  explain  their 
options  clearly,  and  we  would  be  willing  to  work  with  Congress 
and  the  SEC  to  devise  a  workable  formula  to  achieve  this  goal . 
We  believe  this  could  be  accomplished  without  legislation. 

•  More  aggressive  fraud  detection  and  disclosure.  We 
believe  that  legislation  like  that  introduced  by  Congressman 
Wyden  and  Senator  Kerry  requiring,  inter  alia,  that  auditors 
report  fraud  is  essential  if  we  are  to  maintain  the  integrity 
of  the  financial  markets.  Mr.  Wyden 's  bill  has  already  passed 
the  House  and  a  version  of  the  Kerry-Wyden  language  is 
included  in  S.  1976.   It  should  be  enacted. 

•  Non-removable  state  court  jurisdiction.  There  are 
complaints  in  some  quarters  about  the  overburdening  of  federal 
courts.  Although  securities  class  actions  constitute  but  a 
small  fraction  of  filings  in  the  federal  courts,  there  is  no 
reason  why  a  state  court  should  not  exercise  concurrent 
jurisdiction.  Non-removable  state  court  jurisdiction  will 
allow  the  combined  pursuit  of  federal  and  state  claims  in 
state  court  and  would  perhaps  afford  the  victims  a  quicker 
remedy.    Such  a  provision  already  exists  in  the  1933  Act. 

•  Increased  discovery  sanctions.  There  has  been  much 
discussion  about  alleged  abuse  by  plaintiffs'  lawyers.   One 
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often-omitted  fact  of  class  action  litigation,  however,  is 
that  the  defendants  seek  to  exhaust  the  plaintiffs'  counsel  by 
using  motion  practice  and  discovery  as  weapons  in  a  war  of 
attrition.  In  many  cases,  defendants'  lawyers  misuse  the 
process  to  delay  and  complicate  the  litigation.  Congress 
should  consider  increasing  discovery  sanctions  to  prevent  such 
conduct  by  either  side. 

•  Modified  procedural  requirements.  Investors  in  the 
public  market  will  never  have  as  much  information  as 
management  insiders.  Frequently,  massive  insider  selling 
precedes  a  stock  plunge.  Yet,  in  most  jurisdictions,  a 
plaintiff  cannot  survive  a  motion  to  dismiss  even  if  he  or  she 
shows  that  suspicious  trading  took  place  immediately  before 
such  a  stock  drop.  Congress  should  consider  adopting  a 
mandatory  rule  that  would  allow  further  inquiry  into 
circumstances  in  which  this  type  of  selling  exists. 

I  believe  the  securities  fraud  litigation  system  in  the  main 
works  well.  As  with  every  area  of  the  law,  there  are  problems,  and 
there  are  the  unfortunate  losers:  victims  who  cannot  obtain  full 
recovery  because  the  wrongdoers  are  judgment -proof ,  victorious 
defendants  who  are  upset  that  they  -had  to  pay  counsel  to  win  their 
case,  parties  and  witnesses  who  wish  that  litigation  was  quicker, 
less  expensive,  and  less  inconvenient.  But  by  and  large,  I  believe 
that  the  courts  are  resolving  cases  fairly,  and  these  problems  are 
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not  unique  to  securities  class  actions.  With  the  exception  of  the 
investor  protection  proposals  I  have  just  outlined,  I  believe  it 
would  be  extremely  dangerous  to  enact  broad-based  legislation  to 
weaken  a  system  that  has  so  successfully  fostered  capital 
formation,  economic  growth,  and  the  orderly  operation  of  the 
securities  markets. 

Thank  you  for  your  attention.  We  would  be  pleased  to  continue 
to  work  with  the  Subcommittee  on  these  issues. 
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Mr.  Markey.  Thank  you,  Mr.  Simon,  very  much. 

The  Chair  will  recognize  himself  and  let  me  get  at  that  question 
then,  because  I  think  it  is  important  for  us  to  deal  with  that 
overarching  sense  of  unfairness,  which  every  person  who  is  sued 
feels,  whether  it  be  AT&T,  or  it  be  you,  Mr.  Smith,  or  anyone  else. 
No  one  likes  to  be  sued  and  clearly,  there  is  never  a  time  when  the 
defendant  thinks  that  is  justified. 

Now,  in  your  case,  Mr.  Smith,  you  ultimately  had  your  case  dis- 
missed; is  that  correct? 

Mr.  Smith.  That  is  correct. 

Mr.  Markey.  And  over  what  period  of  time? 

Mr.  Smith.  The  suits  were  filed  in  September,  October  of  1992, 
and  it  was  resolved  in  June  of  1993. 

Mr.  Markey.  And  how  much  money  did  it  cost  your  firm  to  de- 
fend that  case? 

Mr,  Smith.  When  you  say  cost,  you  mean  in  strict  legal  fees? 

Mr.  Markey.  Legal  fees,  yes. 

Mr.  Smith.  About  $100,000. 

Mr.  Markey.  $100,000.  And  how  big  is  your  firm? 

Mr.  Smith.  $310  million  in  revenue  last  year. 

Mr.  Markey.  $310  million  firm  and  you  had  $100,000  worth  of 
legal  costs;  is  that  correct? 

Mr.  Smith.  That  is  correct. 

Mr.  Markey.  And  the  suit  was  dismissed.  So  on  its  face,  the  sys- 
tem seems  to  have  worked,  that  is,  that  the  case  was  dismissed. 
It  did  cost  you  $100,000.  So  the  question  would  then  be  whether 
or  not  the  case  should  have  been  brought  in  the  first  place.  I  mean, 
should  it  have  ever  been  brought,  and  I  think  that  should  be  ex- 
plored as  well. 

Our  difficulty  is  going  to  be,  as  we  explore  this  entire  area,  that 
if  there  are  140  firms  that  are  sued  per  year,  it  will  be  very  dif- 
ficult for  us  to  go  through  each  and  every  fact  situation  to  make 
an  individual  determination  as  to  whether  or  not  it  was  appro- 
priate. But  in  this  instance,  maybe  we  could  probe  that  and  then 
we  get  a  good  sense,  using  you  as  a  microcosm  of  what  exactly  was 
at  the  root  of  the  case  and  get  a  sense  of  it. 

So  if  I  could,  and  maybe  you  could  just  walk  us  through  the  case 
and  answer  the  questions  and  then  we  will  let  you  comment  on  it, 
OK? 

The  subject  of  the  suit  was  a  group  of  insider  trades  that  were 
reported  to  have  occurred  in  the  8  to  10  weeks  prior  to  the  collapse 
of  Exabyte's  stock  price;  is  that  correct? 

Mr.  Smith.  That  is  one  characterization. 

Mr.  Markey.  So  again,  I  appreciate  that.  How  many  senior  com- 
pany insiders  sold  stock  during  that  8  to  10  week  period?  How 
many  shares  were  sold  and  what  was  the  approximate  average 
price  they  received  for  their  shares? 

Mr.  Smith.  It  would  be  helpful,  I  do  have  a  chart  on  that  subject. 
What  I  will  show  here  is,  we  have  prepared  a  stock  trading  value. 
That  is  the  upper,  and  then  I  have  the  bar  graph  there  showing 
the  actual  sales  by  directors  and  officers. 

[The  chart  follows:] 
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Mr.  Markey.  So  how  many  executives  were  there? 

Mr.  Smith.  A  total,  I  would  say,  of  about  eight. 

Mr.  Markey.  Eight? 

Mr.  Smith.  They  didn't  all  sell,  but  the  total  directors  and  offi- 
cers, about  eight. 

Mr.  Markey.  And  how  many  shares  did  they  sell? 

Mr.  Smith.  That  is  shown  in  the  bar  charts  there.  If  I  could  just 
briefly  go  through  that  chart. 

Mr.  Markey.  Please  just  answer  my  question.  I  will  let  you  re- 
spond in  a  moment. 

Mr.  Smith.  About  two  hundred  thousand  shares. 

Mr.  Markey.  And  they  sold  it  for  how  many  dollars  a  share? 

Mr.  Smith.  Roughly  $30. 

Mr.  Markey.  Thirty  dollars  a  share. 

Mr.  Smith.  Plus  or  minus 

Mr.  Markey.  So  it  is  6  to  8  executives,  230,000  shares,  $30  per 
share. 

Mr.  Tauzin.  Mr.  Chairman? 

Mr.  Markey.  The  gentleman. 

Mr.  Tauzin.  Yes.  I  just  want  to  make  a  point. 

Earlier  when  our  witness  wanted  to  expound  a  little  bit,  you  told 
me  I  could  have  additional  time  to  hear  from  him. 

Mr.  Smith  would  like  to  go  through  the  whole  exercise. 

Mr.  Markey.  And  I  have  no  problem  with  that. 

Mr.  Tauzin.  Shouldn't  we  hear  from  him? 

Mr.  Markey.  But  I  was  giving  you  the  extra  time  so  you  could 
go  to  your  witness,  OK?  I  wasn't  giving  the  witness  extra  time  so 
he  could  answer  anything  he  wanted  to  answer.  So  if  you  want  to 
get  additional  information  from  him  on  your  time,  that  would  be 
fine,  and  I  will  allow  Mr.  Smith  at  the  end  of  my  time,  if  he  would 
like  to  characterize  it,  but  what  I  would  like  to  do  first  is  just  get 
out  the  simple  facts  so  that  I  can  have  a  proper  understanding  of 
what  the  case  is  exactly. 

So  on  the  day  that  Exabyte's  stock  dropped  by  38  percent,  the 
price  fell  by  $15  a  share,  is  that 

Mr.  Smith.  No,  that  is  not  correct.  ^ 

Mr.  Markey.  To  below  $15  a  share? 

Mr.  Smith.  They  dropped,  as  a  result  of  the  preannouncement; 
it  was  about  $9  a  share. 

Mr.  Markey.  So  it  dropped  to  $24.  But  it  had  been  up  to  $30  a 
share 

Mr.  Smith.  That's  correct. 

Mr.  Markey.  [continuing]  just  8  weeks  before;  is  that  correct?  So 
8  weeks  before  the  drop,  it  is  at  $30  a  share? 

Mr.  Smith.  Yes. 

Mr.  Markey.  The  day  before  the  drop,  it  is  $24  a  share? 

Mr.  Smith.  Yes. 

Mr.  Markey.  And  then  it  dropped  to  $15  a  share? 

Mr.  Smith.  That  is  correct. 

Mr.  Markey.  All  in  an  8-week  period.  And  the  drop  was  attrib- 
utable to  an  announcement  you  made  that  profits  would  be  lower 
than  previously  announced;  is  that  correct? 

Mr.  Smith.  That  is  correct. 
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Mr.  Markey.  ok.  The  insiders  had  sold  230,000  shares  8  weeks 
before  and  they  were  presumably  bought  by  individual  investors, 
pension  funds,  mutual  funds  and  the  like;  is  that  not  correct? 

Mr.  Smith.  I  am  not  sure  about  the  number  230.  I  think  it  is 
closer  to  200. 

Mr.  Markey.  All  right,  200. 

Mr.  Smith.  Yes. 

Mr.  Markey.  And  those  institutional  investors  and  pension  funds 
and  mutual  funds,  they  paid  about  $30  per  share 

Mr.  Smith.  Approximately,  yes. 

Mr.  Markey.  [continuing]  for  that  stock.  We  also  know  that  with- 
in 2  months,  these  very  same  investors  lost  about  half  of  their 
money  from  $30  down  to  $15. 

Mr.  Smith.  I  understand  the  point. 

Mr.  Markey.  OK.  Now,  have  they  recovered  their  money  yet? 
Has  the  share  ever  gone  back  up  to  $30? 

Mr.  Smith.  The  stock  is  trading  around  $17. 

Mr.  Markey.  Seventeen  right  now.  So  those  investors  who  have 
not  written  off  the  investment  are  still  holding  their  stocks  with  a 
sizable  loss  at  this  point. 

Now,  the  subcommittee  staff  pulled  together  some  papers  for  me 
about  this  situation.  While  I  don't  know  the  price  that  all  the  ex- 
ecutives paid  for  the  stock,  I  do  know  about  one  that  I  would  like 
to  ask  you  about.  The  company's  CEO  exercised  some  stock  options 
during  that  period  of  time.  I  believe  he  exercised  50,000  of  them, 
the  CEO  of  the  firm.  Do  you  know  how  much  he  paid  for  those  op- 
tions? 

Mr.  Smith.  The  option  price  varies  from  about  10  cents  to  as 
high  as  $8  or  $9. 

Mr.  Markey.  So  10  cents  is  the  number  that  I  have  been  given, 
which  is  a  remarkably  low  price  for  a  stock.  Was  it  a  penny  stock, 
this  firm? 

Mr.  Smith.  Well,  these  stock  options  were  issued  when  the  com- 
pany was  private.  It  went  public  in  1989. 

Mr.  Markey.  So  it  was  an  option  given  to  the  CEO  at  far  below 
market  prices  then? 

Mr.  Smith.  No,  no.  At  the  time,  the  valuation  of  the  company 
was  10  cents  a  share.  The  options  are  issued  at  the  fair  market 
value. 

Mr.  Markey.  So  it  was  essentially  in  the  penny  stock  category 
at  that  time? 

Mr.  Smith.  Yes,  it  was. 

Mr.  Markey.  And  for  how  much  did  the  CEO  then  sell  those 
shares,  for  $29,  $30  a  share? 

Mr.  Smith.  I  don't  know  if  he  sold  all  50,000.  He  sold  some — he 
was  one  of  the  sellers  at  that  point. 

Mr.  Markey.  Right.  And  he  did  it  over  a  course  of  5  days  in  that 
8-  to  10-week  period  right  before  the  announcement  of  a  drop  in 
the  profits. 

Mr.  Smith.  Mr.  Chairman,  I  would  like  to  correct  that  assump- 
tion. That  was  about  a  month,  more  than  a  month  before  that  an- 
nouncement. 
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Mr.  Markey.  That  is  what  I  said,  8  to  10  weeks.  Eight  weeks  or 
so  before,  right.  So  the  Exabyte  CEO,  Mr.  Behrendt,  netted  pro- 
ceeds of  about  $1.4  million.  Do  you  know  if  that  is  correct? 

Mr.  Smith.  I  can  do  the  arithmetic.  It  sounds  about  right. 

Mr.  Markey.  So  there  is  about  $7  million  in  transactions  that 
the  six  insiders  in  the  firm  took  out  about  8  weeks  before  the  an- 
nouncement that  there  would  be  a  lower  profit  than  had  previously 
been  announced;  is  that  correct? 

Mr.  Smith.  Well,  take  200,000  shares — you  are  talking  about  the 
total  proceeds,  not  the  delta,  if  you  will,  after  the  drop? 

Mr.  Markey.  Total  proceeds. 

Mr.  Smith.  It  is  about  2  million,  not  7  million. 

Mr.  Markey.  Each  of  these  insiders  obviously  had  access  to  cer- 
tain types  of  material,  nonpublic  information  about  Exabyte;  is  that 
correct? 

Mr.  Smith.  I  wouldn't  necessarily  say  they  had  more  access  to 
undisclosed  material,  inside  information  when  they  sold,  no. 

Mr.  Markey.  They  did  not? 

Mr.  Smith.  No. 

Mr.  Markey.  In  a  New  York  Times  article  published  after  the 
stock  price  collapsed,  you  are  quoted  as  saying  that  the  heavy  in- 
sider trading  was  attributable  to  pent-up  demand.  You  went  on  to 
say  that  until  some  time  immediately  before  the  insider  sales, 
there  had  been  a  3-month  ban  imposed  on  insider  selling  because 
of  a  material  event. 

Mr.  Smith.  That  is  correct. 

Mr.  Markey.  That  did  not  come  to  pass. 

Mr.  Smith.  That  is  correct. 

Mr.  Markey.  What  was  that  material  event? 

Mr.  Smith.  In  the  second  quarter,  we  were  in  the  middle  of  a 
registration  for  a  secondary  offering,  and  the  terms  of  the  second- 
ary offering  were  such  that — this  is  from  our  board  now — that  we 
would  not  issue  stock  unless  it  was  at  least  trading  at  $32.  We  de- 
termined at  that  time  we  would  call  off  the  registration  statement, 
at  the  end  of  that  second  quarter,  that  is  roughly  around  June,  be- 
cause the  board  felt  the  stock  price  was  too  low,  it  was  too  cheap 
at  that  point,  and  it  did  not  want  to  engage  in  a  secondary  trans- 
action. 

Mr.  Markey.  So  the  3-month  ban  that  had  been  imposed  is  lift- 
ed? 

Mr.  Smith.  Yes,  as  of  the  end  of  the  quarter. 

Mr.  Markey.  As  of  the  end  of  the  quarter,  and  the  insiders  then 
engage  in  a  $7  million  sell-off  of  their  sales,  of  their  options,  and 
then  within  8  weeks,  we  find  that  there  is  a  public  announcement 
that  has  all  the  other  investors  now  swallowing  the  collapse  from 
$24  finally  down  to  $15;  is  that  correct? 

Mr.  Smith.  It  is  correct  to  say  they  sold  about  8  weeks  or  so  be- 
fore that  preannouncement  was  made,  correct. 

Mr.  Markey.  I  guess  I  am  looking  at  this  case,  Mr.  Smith,  just 
as  an  investor  and  I  am  looking  at  your  company  and  what  hap- 
pened and  these  insider  sales  and  the  immediate  time  frame  before 
the  collapse  of  the  stock  price,  before  your  announcement  that  prof- 
its are  going  to  be  unexpectedly  lower,  and  I  want  to  sue  you. 
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Now,  I  may  be  right,  I  might  be  wrong,  and  you  have  been  able 
to  get  it  dismissed,  which  I  think  is  to  your  credit,  sir,  because  I 
think  on  its  face  it  would  lead  me  as  an  investor  to  be  very  con- 
cerned about  the  loss  of  my  discretionary  income  to  such  a  curious 
set  of  circumstances  that  would  lead  the  insiders  to  make  such  a 
sale  right  before  all  this  public  disclosure  of  the  lowering  of  profit 
expectations. 

And  while  I,  at  the  end  of  the  day,  might  say  that  the  system 
worked  and  you  were  able  to  get  it  dismissed,  I  could  see  where, 
as  an  investor,  I  would  be  quite  concerned  about  the  fact  pattern 
of  how  Exabyte  insiders  had  operated,  which  led  to  the  suspicious 
view  that  the  institutional  investors,  the  mutual  funds,  or  what- 
ever, might  take  towards  your  firm. 

So  if  every  case  was  your  case,  knowing  at  the  end  of  the  day 
that,  in  this  particular  instance,  where  I  think  there  is  a  fact  pat- 
tern that  is  quite  questionable  to  begin  with,  but  you  were  able  to 
get  it  dismissed,  I  would  say  the  system  is  working. 

Now,  can  you  tell  me  why  those  people  should  not  have  any  sus- 
picion or  any  right  to  bring  a  suit  or  you  think  it  wouldn't  be  justi- 
fied in  your  particular  fact  situation? 

Mr.  Smith.  Well,  if  I  could  respond  to  that,  Mr.  Chairman,  I 
would  suggest  that,  first  of  all,  stock  drops  do  not  in  and  of  itself 
manifest  any  trader  inside  information.  I  think  any  high-tech  com- 
pany, biotech  company  is  event  driven;  the  price  of  the  stock  at  any 
point  in  time  reflects  potential  upside,  reflects  a  potential  down- 
side. 

When  the  downside  problem,  a  bad  event  occurs,  then  the  stock 
is  going  to  react.  If  a  good  event  occurs,  it  is  going  to  react  on  the 
upside. 

In  our  particular  case,  we  were  at  a  very  strong  growth  point 
there.  Our  earnings  were  growing  at  a  pretty  rapid  rate.  What  is 
called  kind  of  an  earnings  momentum  stock,  where  basically  your 
price  earnings  ratio  is  trading  maybe  twice  what  your  earnings 
growth  is.  Let's  say  your  earnings  growth  is  15  percent.  At  those 
kind  of  growth  rates,  your  peak  can  often  be  double  that  some- 
times. 

Thp  bad  event  occurs  when  you  have  a  hiccup.  Back  then  when 
those  sales  were  made,  nobody  had  any  inkling  whatsoever  the  hic- 
cup was  indeed  going  to  occur  and,  in  fact,  if  I  could  just  tie  it  into 
the  previous  point  I  made,  that  the  board  of  directors  thought  at 
$32  a  share,  that  the  stock  was  too  cheap  at  that  point,  which  is 
just  before  this  period  we  are  talking  about  here,  and  that  is  why 
it  called  off  its  secondary  offering. 

If  it  had  inside  information  saying,  boy,  this  stock  is  going  to  be 
trading  at  $15  instead  of  $30,  I  think  that  the  board  would  have 
proceeded  to  go  ahead  with  the  secondary  offering. 

Mr.  Markey.  But  at  the  same  time,  Mr.  Smith,  the  purchase,  the 
sale,  rather,  at  $30  a  share  of  their  own  individual  holdings  is  con- 
tradictory evidence  of  where  they  thought  the  price  should  be  or 
would  wind  up  eventually.  It  just  doesn't  make  any  sense  that  if 
that  was  their  decision,  oh,  we  don't  want  to  do  anything  at  $32, 
it  is  going  much  higher,  but  I  am  going  to  sell  at  $30  and  in  8 
weeks  it  is  going  to  drop  to  $15. 
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My  God,  I  am  looking  at  this  right  now  and  I  am  sajdng,  you  are 
telling  me  that  you  thought  $32  was  too  low  and  you  thought  the 
firm  should  hold,  but  yet  you  sell  at  $30  and  the  stock  drops  to 
$15,  and  I  have  got  my  life  savings  in  your  company,  and  I  am  sup- 
posed to  believe  that  this  has  all  come  as  an  unexpected  event  to 
you  in  an  8-week  period. 

Mr.  Smith.  I  understand  the  point.  That  is  why  I  would  like  for 
you  to  look  at  the  chart  and  look  at  things  in  relative  terms  rather 
than  absolute  terms.  If  you  look  at  the  bar  chart  there,  the  bar  re- 
flects the  amount  of  stock  selling  per  week  during  those  periods. 

We  had  300,000  shares  traded — roughly,  the  third  end  of  the 
chart  there — as  the  stock  was  making  a  remarkable  climb  there. 
You  look  overall,  you  will  see  that  stock — if  somebody  were  selling 
stock  in  rhythm,  an  outside  investor  was  selling  stock  in  rhythm, 
what  the  insiders  were  doing,  he  would  be  disappointed.  The  stock 
more  often  went  up  significantly  after  a  big  sale. 

Now  we  go  to  the  period  that  you  are  referring  to.  Yes,  I  under- 
stand in  absolute  numbers,  it  sounds  like  a  big  number  there.  Rel- 
ative to  what  is  preceded  there  as  far  as  the  selling  activity,  it  is 
a  small  number.  But  I  make  the  further  point  that  had  there  been 
any  kind  of  a  steady  situation  where,  indeed,  we  did  not  have  the 
window  closed  in  that  second  quarter  there,  you  could  approxi- 
mately have  that  number  that  you  are  looking  at  there,  about  half 
of  that  that  would  otherwise — that  was  sold  in  that  particular  be- 
ginning of  the  third  quarter  would  have  been  sold  in  the  second 
quarter.  Very  small  number. 

Mr.  Markey.  I  know.  You  don't  understand,  Mr.  Smith.  I  just 
don't  like  the  fact  that  your  executives,  so  confident  about  the  fu- 
ture, would  have  such  a  large  sell-ofi"  of  their  own  individual  op- 
tions in  that  time  frame.  That  is  what  is  most  troubling  to  me.  I 
think  they  knew  something;  I  am  suspicious.  I  think  I  am  going  to 
bring  a  suit  here  because  on  its  face,  res  ipsa  loquitur,  something 
is  wrong.  I  can't  let  this  happen  to  me.  I  am  not  sure  it  is  going 
to  go  back  up  again.  You  might  be  confident.  But  if  you  are  so  con- 
fident it  is  going  back  up  again,  why  did  you  sell?  What  was  so  ur- 
gent in  your  personal  life  that  you  had  to  take  out  $7  million  collec- 
tively as  a  group  of  executives  in  this  firm? 

I  mean,  I  don't  understand  why  you  would  do  that,  I  would  say 
to  myself.  And  on  its  face  at  the  end  of  the  day,  I  credit  you,  Mr. 
Smith,  as  General  Counsel  for  having  the  case  dismissed,  but  I 
don't  say  on  its  face  that  as  an  investor,  that  those  who  were  con- 
cerned didn't  have  some  justification  for  raising  these  questions  le- 
gally to  have  them  resolved.  That  is  all  I  am  saying  to  you. 

Given  the  size  of  your  firm,  $300  million,  it  doesn't  seem  to  me 
to  have  been  an  extraordinary  expense,  given  the  fact  that  your  ex- 
ecutives took  out  $7  million  personally. 

Now,  you  say,  well,  now  we  have  had  to  take  $400,000  worth  of 
directors'  insurance,  but  again,  they  took  out  $7  million,  and  it  may 
never  go  back  up  to  30  again.  So  whatever  the  expenditure  was, 
for  the  additional  directors'  insurance,  or  whatever,  it  still  is 
dwarfed  by  the  profits  the  insiders  took  out  of  that  firm.  Let  me 
just  turn,  Mr.  Simon,  you  were  in  this  case  as  well? 

Mr.  Simon.  Our  firm  was.  I  was  not  personally. 
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Mr.  Markey.  Your  firm  was.  Can  you  just  give  us  a  little  bit  of 
insight?  And  then  my  time  is  going  to  expire. 

Mr.  Simon.  Certainly,  Mr.  Chairman. 

We  brought  some  charts  on  this  as  well  to  try  to  show  why  a  law- 
suit would  be  brought  against  Exabyte  in  this  situation.  I  think  the 
chairman  has  stolen  some  of  my  thunder,  so  I  won't  take  much 
time. 

But  let  me  tell  you  what  it  looks  like  to  us.  There  was  a  huge 
stock  sell  off,  at  what  the  judge  called,  judge  said  were  unusual  lev- 
els of  insider  trading  during  the  class  period,  which  would  itself  be 
sufficient  to  establish  scienter.  We  read  it  that  way,  our  clients 
read  it  that  way.  The  chairman  can  see  how  it  can  be  read  that 
way,  but  we  are  not  the  only  ones. 

The  New  York  Times  read  it  exactly  that  way.  New  York  Times, 
September  27th,  they  point  out  the  flurry  of  sales  by  the  insiders, 
which  by  the  way,  are  at  the  highest  point  this  stock  really  ever 
traded  at.  These  trades  we  are  talking  about  were  right  at  the  top. 

[The  chart  follows:] 
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Mr.  Simon.  If  you  look  even  at  Mr.  Smith's  chart,  and  you  can 
understand  it,  it  took  me  a  little  while  to  figure  it  out.  If  you  ex- 
tend that  line  up  the  middle,  you  see  they  are  getting  out  right  at 
the  peak,  and  Mr.  Behrendt,  the  CEO,  is  selling  half  of  his  stock, 
as  I  will  show  you  in  a  minute. 

Is  it  only  the  New  York  Times?  No.  Wall  Street  Journal  has  the 
same  read  on  the  situation.  Once  again,  they  point  to  two  large  cor- 
porations publicly  traded,  two  medium-size  corporations  publicly 
traded  in  which  the  insiders  sold  their  stock  just  before  the  stock 
nose-dived.  This  is  a  classic  pattern  of  securities  violation,  to  have 
the  insiders  sell,  as  the  chairman  has  pointed  out,  just  before  the 
bad  news  hits.  They  made  the  same  point. 

We  then  did  what  you  can  do  in  really,  instantly,  these  days  with 
a  computer,  which  is  to  pull  the  Form  4  from  the  SEC,  which  is 
a  required  reporting  form.  It  tells  you  what  each  individual  bought 
and  what  he  sold  and  when  and  at  what  price.  This  is  Mr. 
Behrendt's.  We  had  them  for  each  of  the  insiders,  and  it  is  quite 
a  form. 

It  shows  the  purchase  of  50,000  shares  at  a  dime  a  share,  as  the 
chairman  said,  a  total  investment  of  $5,000,  and  it  shows  the  sale 
the  same  day  of  half,  of  29,000  shares  on  the  very  same  day  at  $29 
a  share  and  the  unloading  of  the  other  21,000  shares  5  days  later, 
for  an  enormous  total  sale. 

We  then  put  Mr.  Behrendt  and  his  fellow  officers  on  a  chart. 
That  is  the  kind  of  chart  we  put  together,  and  it  shows  four  officers 
and  directors  selling  their  stock  at  a  very  opportune  moment.  If 
you  see  the  shaded  area,  it  is  the  highest  price  you  will  see  the 
stock  at.  That  is  what  causes  investors  to  be  suspicious. 

[The  charts  referred  to  follow:] 
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Mr,  Simon.  It  is  what  causes  investors'  lawyers  to  be  willing  to 
investigate  the  case  further  and  pursue  it,  and  it  is  what  usually 
causes  Federal  judges  to  allow  us  to  proceed.  In  this  case,  Exabyte 
presented  a  very  technical  legal  defense,  one  of  the  things  that  sev- 
eral people  talked  about  this  morning  as  something  that  might  be 
changed  to  favor  us,  and  they  won. 

And  my  reaction  is,  the  system  didn't  really  work  since  we  lost 
and  we  should  have  been  allowed  to  proceed.  But  even  if  you  grant 
that  that  is  not  the  case,  the  system  worked  pretty  well.  With 
$100,000  in  defense  costs,  Exabyte  walks  away.  It  was  diluted  by 
so  much  more  than  $100,000  by  these  people  buying  10-cent  stock 
essentially  from  the  corporation. 

They  exercised  these  options  on  the  24th  of  July  from  the  cor- 
poration, and  then  sold  them.  The  company  was  harmed.  The 
shareholders  were  harmed  a  whole  lot  more  by  Mr.  Behrendt  tak- 
ing the  stock  than  by  the  $100,000. 

Mr.  Markey.  I  just  wanted  to  have  both  sides  get  their  case  out 
here. 

Congratulations,  Mr.  Smith,  on  getting  this  case  dismissed.  It  is 
a  very  good  piece  of  legal  work  and  I  assume  for  the  purposes  of 
this  discussion  that  the  judge  was  correct  in  his  ruling  and  he 
found  no  wrongdoing.  But  I,  just  looking  at  this,  perhaps  super- 
ficially, would  be  troubled  if  on  the  fact  pattern,  as  I  have  had  it 
described  to  me,  would  not  be  able  to  bring  a  case  in  order  to  have 
all  of  these  facts  brought  to  the  fore  so  that  a  court  could  decide. 
And  in  your  instance,  I  think  you  did  a  good  job  getting  this  dis- 
missed. I  think  you  did  some  good  work. 

My  time  has  expired.  Let  me  yield  to  the  gentleman  from  Texas. 

Mr.  Fields.  First  of  all,  let  me  say  to  you  that  in  your  earlier 
statement,  you  want  to  see  frivolous  lawsuits  deterred  but  not  af- 
fect meritorious  causes  of  action,  like  the  young  ladies  who  are  sit- 
ting in  the  front  row.  And  I  just  want  to  say  that  with  that,  we 
have  agreement  and  we  would  be  more  than  happy  to  work  with 
you  and  others. 

Mr.  Smith,  let  me  turn  to  you.  It  sounds  like  your  case  is  being 
retried  before  this  subcommittee,  that  you  are  once  again  arguing 
your  case,  perhaps  even  in  some  form  of  discovery  here. 

Let  me  ask  you,  why  was  the  case  dismissed?  What  did  the  judge 
say  were  his  reasons  for  dismissing  the  case? 

Mr.  Smith.  It  was  basically  they  alleged  no — they  alleged  noth- 
ing that — assuming  everything  alleged  was  true,  was  there  a  case 
under  12(b)(6)?  It  was  a  failure  to  state  a  claim. 

Mr.  Fields.  Were  the  pleadings  specific? 

Mr.  Smith.  This  is  not  9(b).  Yes,  it  was  not  a  9(b)  issue.  They 
pleaded  with  particularity.  It  was  a  12(b)(6),  failure  to  state  a 
claim. 

Mr.  Fields.  As  I  understand,  one  of  the  reasons  that  there  was 
not  an  appeal  was  that  you  were  not  seeking  sanctions.  What 
would  you  have  sought  sanctions  for? 

Mr.  Smith.  Well,  that  came  up  in  the  context  of  in  June  when 
the  decision  came  down,  I  was  very  interested  in  knowing  whether 
or  not  the  plaintiff's  were  interested  in  appealing,  which  they  have 
a  right  to  do  within  30  days  after  a  decision  of  the  Federal  rules. 
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I  asked  the  question:  well,  do  you  intend  to  appeal?  The  question 
that  came  back  was:  do  you  intend  to  seek  sanctions?  I  said:  Well, 
do  you  intend  to  appeal?  It  became  clear  there  was  a  quid  pro  quo 
there,  and  I  felt  it  was  not  worthwhile  proceeding  for  $100,000  in 
fees  in  return  for  the  possibility  of  facing  an  appeal  on  the  issue. 

Mr.  Fields.  Let  me  get  an  understanding  here.  I  thought  that 
you  promised  not  to  seek  sanctions.  Exabyte,  as  the  reason  for 
there  not  being  an  appeal. 

Mr.  Smith.  Which  came  first  is  always  a  question.  I  asked  first 
whether  there  would  be  an  appeal.  The  question  that  came  back 
was:  Are  you  going  to  seek  sanctions?  To  the  extent  there  was  quid 
pro  quo  there,  I  made  a  deal. 

Mr.  Fields.  What  sanctions  could  you  have  sought? 

Mr.  Smith.  Legal  costs,  essentially. 

Mr.  Fields.  OK.  I  am  very  interested  in  your  particular  case  be- 
cause I  think  you  represent  many  of  the  start-up  companies  that 
we  have  in  the  Woodlands,  in  my  particular  area,  a  lot  of  bio- 
technology companies,  you  know,  more  telecommunication-type 
companies,  and  was  very  distressed  about  what  you  said  has  been 
one  of  the  results  of  this  particular  legal  action,  that  is,  the  shut- 
down of  disclosure,  and  could  you  tell  me  just  in  a  little  bit  greater 
detail  what  effect  that  has  had  on  disclosure? 

Mr.  Smith.  The  first  one  I  mentioned  is  the  fact  that  we  don't 
engage  in  the  informal  kinds  of  shareholder  communication  that  we 
used  to.  We  have  stopped  doing  the  quarterly  informal  shareholder 
report  from  the  chairman.  So  we  are  relying  pretty  much  on  the 
1934  Act  filings,  the  10-K's  and  the  10-Q's.  Now,  there  are  other 
reasons  why  we  decided  to  do  that,  but  that  was  the  primary  rea- 
son why  we  did. 

Mr.  Fields.  Was  part  of  the  reason  you  shut  down  disclosure  was 
some  of  the  people  you  were  disclosing  information  to  ended  up 
being  not  only  plaintiffs  but  also  attorneys  in  this  particular  in- 
stance? 

Mr.  Smith.  I  believe  in  the  original  complaint,  there  were  some 
references  to  previous  quarterly  informal  shareholders'  letters  as 
part  of  the  allegations. 

Mr.  Fields.  Has  this  had  any  other  effect  on  your  company,  your 
ability  to  raise  capital?  Has  it  affected  your  relationship  with  your 
outside  counsel,  with  accountants,  with  people  willing  to  serve  on 
your  board? 

Mr.  Smith.  Very  much  so,  and  it  is  not  an  issue  of  directors,  offi- 
cers and  insurance.  We  look  for  outside  stewards  to  run  the  com- 
pany. We  have  two  vacancies  now.  We  just  filled  a  vacancy  with 
a  very  high-qualified  director.  He  agreed  to  serve  on  the  condition 
that  we  freshen  the  indemnification  agreement  between  the  com- 
pany and  directors.  We  were  not  exactly  state-of-the-art.  We  were 
a  few  years  out  of  date. 

We  freshened  up  the  indemnification  to  get  maximum  protection, 
and  one  thing  led  to  another,  and  we  ended  up  putting  in  the  provi- 
sion whereby  every  director,  every  indemnitee  is  granted  a  letter 
of  credit  in  the  amount  of  $300,000  to  be  drawn  down  in  the  event 
he  or  she  needs  that  fund  to  fund  defense  costs  for  these  kinds  of 
actions,  and  for  whatever  reason  that  the  company  can't  respond 
under  the  indemnification  agreement  or  the  D&O,  the  carrier  does 
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not  respond  to  it,  you  would  have  an  unfettered  right  to  $300,000 
per  individual.  To  me  that  indicates  that  there  is  some  real  concern 
out  there  with  this  kind  of  litigation. 

Mr.  Fields.  So  in  other  words,  it  is  in  your  corporate  anticipation 
that  you  are  going  to  be  faced  with  potentially  other  lawsuits  of 
this  nature? 

Mr.  Smith.  We  have  to  operate  that  way,  yes.  We  make  that  as- 
sumption. 

Mr.  Fields.  Thank  you,  Mr.  Chairman. 

Mr.  Markey.  The  gentleman's  time  is  expired. 

Gentleman  from  Louisiana. 

Mr.  Tauzin.  Thank  you,  Mr.  Chairman. 

Before  we  leave  your  case,  Mr.  Smith,  I  believe  it  is  important 
to  point  out  what  your  chart  does  reveal.  It  reveals  that  the  officers 
and  directors  referred  to  by  the  chairman  actually  sold  fewer 
shares  in  that  relevant  third  quarter  than  in  any  of  the  previous 
three  quarters  in  which  they  had  engaged  in  selling  shares  of  stock 
in  the  market.  And  that  apparently — I  read  that  in  the  story  on 
class  warfare  by  Julia  Pittman,  that  its  selling,  in  fact,  of  the 
stocks  was  heaviest  in  October  of  1991  and  February  of  1992. 

So  that  on  its  face,  the  chairman  may  have  said,  yes,  there  seems 
to  be  some  concern,  but  if  you  do  get  the  computer  out  and  look 
at  the  sales  of  all  these  officers  and  directors  over  time,  you  see 
that  they  made  bigger  sales  in  previous  times  than  this  third  quar- 
ter that  was  looked  at  in  this  lawsuit.  And  any  lawyer  looking  at 
those  computer  filings  could  see  that  before  a  lawsuit  was  filed; 
isn't  that  correct? 

Mr.  Smith.  Exactly  correct.  That  is  what  I  mentioned  before 
about  relative  terms  rather  than  absolute. 

One  other  thing,  if  I  could  also  respond,  is  the  fact  that  when  the 
chairman,  to  use  the  example,  sold  half  the  stock,  that  is  a  fairly 
meaningless  number  because  equity  held  by  an  officer  or  director 
is  normally  held  in  the  form  of  unexercised  but  vested  options. 

If  you  take  that  as  a  denominator,  those  sales  represent  a  very 
small  proportion  of  his  equity  holdings,  as  distinguished  from  exer- 
cise of  options,  actually  holding  the  physical  stock  certificates.  It 
might  be  literally  true  he  sold  half  the  stock;  I  don't  know  if  that 
is  correct  or  not.  It  is  a  mischaracterization  to  say  he  sold  half  of 
his  equity  holdings. 

Mr.  Tauzin.  The  other  quick  point  I  want  to  make  is  that  you 
had  $100,000  legal  fees.  This  suit  cost  your  company  more  than 
$100,000.  I  assume  you  spent  a  lot  of  man-hours  on  it  documenting 
your  defense,  and  a  lot  of  time  and  attention  by  employees,  and  as 
you  point  out,  you  are  having  a  continual  cost  in  terms  of  public 
perception  of  your  company.  And  that  may  be  hurting,  by  the  way, 
the  investors  who  are  at  $17  today.  And  you  have  additional  cost 
in  terms  of  defensive  insurance  costs  from  here  on  out,  as  far  as 
it  goes.  It  is  more  than  $100,000  of  expense  in  this  one  lawsuit,  and 
that  is  what  we  typically  hear  from  companies  who  go  through  this. 

Mr. — let  me  try  to  get  the  pronunciation  right,  Mr.  Lukomnik. 
You  made  the  excellent  observation  that  one  of  the  problems  in  this 
whole  area  is  the  very  little  dollar  recovery  that  actually  arise  for 
the  plaintiffs  in  these  suits.  The  Senate  Banking  Committee  analy- 
sis indicated  14  cents  out  of  every  dollar  recovered  ends  up  for  the 
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plaintiffs  who  complain  in  the  typical  lOb-5  suit,  and  that  Brian 
Hodge's  study  indicated  only  6  cents,  and  another  study,  National 
Economic  Research  Associates  found  only  7  cents  were  actually  re- 
covered by  the  plaintiff.  Where  does  the  rest  of  the  money  go? 

Mr.  LUKOMNIK.  First,  let  me  say  I  feel  a  little  bit  like  the  small 
European  nation  with  large  invading  armies  battling  over  my  terri- 
tory. I  am  the  investor  here.  I  am  the  person  this  system  is  sup- 
posed to  work  for. 

Mr.  Tauzin.  Is  supposed  to  work  for,  right. 

Mr.  LUKOMNIK.  I  am  not  here  to  score  political  points  by  excori- 
ating corporate  management  or  plaintiffs'  attorneys.  I  want  to 
make  the  system  work,  but  my  problem  is  the  one  that  Congress- 
man Tauzin  identified.  To  quote  from  the  Congressional  Record 
when  the  Senate  companion  bill  was  introduced,  just  four  cases, 
and  one  could  claim  that  four  cases  is  anecdotal,  but  if,  in  fact, 
there  are  only  125  cases,  it  is  a  pretty  good  sampling. 

In  the  Prudential-Bache  case,  investors  represented  by  the  firm 
who  testified  who  were  class  action  received  4  cents  on  the  dollar. 
The  firm  got  $8  million,  plus  expenses.  Other  investors,  in  this  par- 
ticular case,  who  hired  independent  counsel,  went  to  arbitration, 
got  100  cents  on  the  dollar. 

Mr.  Tauzin.  Outside  the  class  action? 

Mr.  LuKOMNiK.  Outside  the  class  action.  Apple  Computer,  the 
case  was  settled  for  $16  million.  Attorneys  received  $8.9  million  of 
that  settlement,  more  than  half  Plaintiffs  received  6  cents.  VMS 
Realty,  a  firm  that  settled  for  $25  million,  left  investors  with  less 
than  2  cents  on  the  dollar. 

Mr.  Tauzin.  I  think  we  get  the  drift. 

Mr.  LUKOMNIK.  You  get  the  drift. 

Mr.  Tauzin.  Yes. 

Mr.  Lukomnik.  So  my  concern  here  is  that  at  what  point  are  the 
economic  interests  of  entrepreneurial  lawyers — I  should  state  up 
front  that  I  understand  the  need  for  entrepreneurial  lawyers  in 
class  action  suits — but  at  what  point  after  the  suit  is  filed  during 
the  settlement  proceedings  do  the  economic  interests  deviate  from 
those  of  the  ostensible  client?  We  are  the  ostensible  client.  This 
doesn't  seem  to  be  servicing  us. 

Mr.  Tauzin.  I  want  to  get  into  that  a  little  later  with  Mr.  Simon, 
about  the  way  these  lawsuits  work  and  the  client  base  that  is 
served  in  the  process.  But  I  want  to  mention,  first  of  all,  that  we 
heard  from  a  lot  of  people  today.  Let  me  tell  you  who  we  didn't 
hear  from.  We  didn't  hear  from  the  State  of  Wisconsin  Investment 
Board,  one  of  the  10  largest  corporate  pension  funds  in  America, 
manages  $33  billion,  $15  billion  of  which  is  invested  in  publicly- 
traded  companies. 

Here  is  what  they  would  say  were  they  here  today,  this  is  a 
quote:  "We  are  disturbed  by  the  way  shareholders  have  lost  control 
of  the  use  of  their  legal  rights  in  the  class  action  process.  Further, 
that  attorneys'  fees  and  costs  consistently  take  up  the  lion's  share 
of  recoveries  in  situations  where  plaintiffs  go  largely  uncompen- 
sated for  their  losses." 

They  applauded  Senator  Domenici's  efforts  on  the  Senate  side  in 
trying  to  find  a  better  way,  not  necessarily  throwing  out  the  baby 
with  the  bath  water,  but  literally  finding  a  better  solution. 
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The  National  Association  of  Investors  Corporation  is  not  here, 
too,  but  if  Tom  O'Hara  was  here,  this  would  be  his  quote:  "In  the 
current  situation,  the  law  permits  and  even  encourages  the  filing 
of  lawsuits  with  very  little  merit  against  corporations  and  that 
these  unmerited  suits  take  corporate  executives  away  from  the 
main  task  of  running  the  business  and  in  building  it  for  the  share- 
holders. The  payments  are  actually  coming  from  the  pockets  of  se- 
rious lifetime  owners  of  the  corporations,  i.e.  investors,  like  its  own 
members." 

What  we  are  not  also  going  to  hear  from  today,  I  might  point  out 
to  you,  Mr.  Nader,  is  that  millions  of  investors  represented  by  pub- 
lic pension  funds  sent  us  a  letter.  Those  in  Massachusetts,  Texas, 
New  York,  Connecticut,  Oregon,  Wisconsin,  Illinois,  Washington 
State,  saying  we  agree  the  current  system  is  not  protecting  inves- 
tors and  does  need  reform. 

We  can  all  argue  about  what  is  reform.  But  there  is  a  general 
agreement  among  investors  of  pension  funds  and  among  folks  who 
supposedly  are  served  by  this  system  that  they  don't  end  up  getting 
the  relief  at  the  end,  that  somebody  makes  the  money  but  there 
isn't  really  relief;  there  isn't  the  deterrent  effect,  if  you  will,  that 
perhaps  ought  to  be  in  the  system.  And  that  is  one  thing  that  I 
hope  we  can  all  focus  on  and  perhaps  1  day  agree  on  a  set  of  solu- 
tions. 

I  want  to  examine  that  relationship,  Mr.  Simon,  just  a  bit. 

Let  me  first  admit  something  to  you.  I  am  a  lawyer.  I  practiced 
law.  I  was  a  plaintiffs  lawyer.  Let  me  assure  you  that  I  am  not 
one  of  those  who  believe  dinosaurs  ought  to  eat  lawyers,  as  we  saw 
in  Jurassic  Park.  I  believe  the  legal  profession  can  and  should  be 
an  extraordinarily  honorable  one,  and  that,  as  Mr.  Lukomnik  point- 
ed out,  that  the  legal  profession  is  essential  in  protecting  citizens' 
rights  before  our  courts. 

I  want  to  talk  to  you  about  the  relationship  in  these  class  action 
suits,  however.  Is  it  your  view  that  in  these  kinds  of  suits,  you 
have  the  typical  fiduciary  relationship  with  clients,  that  you  oper- 
ate at  their  direction  with  their  best  interests  in  mind? 

Mr.  Simon.  You  operate  in  the  best  interest  of  the  class  once 
your  class  is  certified,  Mr.  Tauzin,  which  is  different  than  rep- 
resenting an  individual.  If  I  represent  an  individual  and  he  sues 
Exabyte,  on  day  one  he  is  my  client  and  I  operate  in  his  interests. 
Once  I  take  the  role  of  a  class  representative,  I  operate  in  the  in- 
terests of  the  1,000  or  2,000  Exabyte  shareholders  who  are  simi- 
larly situated  to  him.  And  if  he  then  gets  tired  of  the  case  and  says 
let's  quit  or  he  needs  some  money  to  buy  a  boat,  and  he  says  let's 
settle  cheap,  or  he  wants  to  stick  it  to  Mr.  Behrendt  who  sold  the 
stock,  and  he  says  let's  try  the  case  no  matter  how  it  turns  out; 
I  say,  sorry. 

Mr.  Tauzin.  William  McLucas,  director  of  the  SEC's  enforcement 
division,  told  the  Senate  last  year,  this  is  a  quote:  "Class  action 
counsels  tend  to  operate  in  an  entrepreneurial  capacity,  rather 
than  as  a  fiduciary  operating  at  the  direction  of  the  client." 

Mark  GriflTin,  indeed,  in  other  testimony,  and  it  is  indicated  that 
he  is  not  really  a  fan  of  our  reform  proposals  here,  acknowledges, 
here  is  a  quote:  "There  may  be  an  inherent  conflict  in  the  attorney- 
client  relationship  in  class  action  suits  which  goes  somewhat  un- 
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checked  by  ethical  concerns  because  of  the  large  amounts  of  money 
involved." 

Professor  Coffee  testified  earlier  today,  said  that  the  lawyer  hires 
the  client  rather  than  the  client  hiring  the  lawyer.  In  fact,  I  believe 
one  of  your  partners  was  quoted  as  saying  that:  "He  has  the  great- 
est practice  of  law  in  the  world  because  he  has  no  clients.  In  effect, 
the  clients  are  really  just  props  for  the  lawsuits." 

How  do  you  justify  those  statements  in  the  light  of  the  normal 
fiduciary  relationship  that  lawyers  have  with  clients? 

Mr.  Simon.  We  have  a  relationship  with  the  whole  class.  I  am 
sure  what  Mr.  Lerach  was  saying  is  that  he  does  not  have  in  those 
cases  individual  clients  in  the  traditional  sense  who  you  can  call 
and  say,  what  should  we  do  today?  That  is  what  you  do  with  a  tra- 
ditional client  and  you  have  those  as  well. 

I  represent  a  multi-billion  dollar  Japanese  corporation  suing 
Goldman  Sachs  for  securities  fraud.  So  whoever  said  earlier  that 
the  Japanese  don't  understand  this  and  they  would  be  shocked  by 
the  word  "fraud",  they  came  to  me.  I  didn't  go  to  them.  And  they 
direct  me,  in  a  case  with  2,000  clients 

Mr.  Tauzin.  Let's  talk  about — Steven  Cooperman  has  been 
named  plaintiff  in  14  of  your  lOb-5  class  actions  in  the  3-year  pe- 
riod covered  by  data  Mr.  Weiss  submitted;  is  that  correct? 

Mr.  Simon.  If  Mr.  Weiss  submitted  it  and  you  are  reading  it  cor- 
rectly, it  sounds  correct. 

Mr.  Tauzin.  Sheldon  Shore  was  named  as  a  plaintiff  in  ten  of 
those  same  actions  filed  in  the  same  3-year  period.  This  is  not  a 
trick  question.  I  just  want  to  ask  you,  are  these  just  unlucky  inves- 
tors, or  is  he  a  professional  client? 

Mr.  Simon.  They  are  two  things.  They  are  substantial  investors 
who  have  investments  in  lots  of  companies,  and  they  are  what  I 
would  call  corporate  gadflies  who  pick  up  the  Wall  Street  Journal 
or  New  York  Times  article  on  Exab3^e  and  on  the  day  it  is  printed, 
they  get  on  a  phone  with  a  lawyer,  often  not  us,  often  a  different 
lawyer  who  then  refers  the  case  to  us,  and  says,  look  at  this,  the 
Wall  Street  Journal  says  there  is  a  problem  at  Exabyte. 

Now,  what  happens  to  your  typical  investor  like  the  guy  who 
lives  down  the  street  from  me?  He  thinks  about  it  a  week  later  be- 
cause he  is  thinking  about  other  things.  These  people  are  on  their 
toes.  They  are  reading  the  newspaper. 

Mr.  Tauzin.  They  are  professionals. 

Mr.  Simon.  They  are  mad  and  they  don't  want  to  take  it  any- 
more. 

Mr.  LUKOMNIK.  Congressman,  could  I  just  respond  to  that? 

Mr.  Tauzin.  Yes,  please. 

Mr.  LUKOMNIK.  I  absolutely  reject  the  categorization  of  them  as 
corporate  gadflies.  Corporate  gadflies  serve  a  function  of  keeping 
corporations  honest.  They  appear  at  annual  meetings,  they  file 
shareholder  proposals,  they  go  public.  They  don't  take  bounty  pay- 
ments. They  are  not  professional  plaintiffs.  In  fact,  one  of  the  re- 
forms that  this  committee  might  well  consider  is  some  sort  of  re- 
form which  would  avoid  the  professional  plaintiff  syndrome,  wheth- 
er that  is 

Mr.  Tauzin.  We  have  the  bounties  and  all  that. 
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Mr.  LUKOMNIK.  There  are  several  reforms,  we  would  go  into 
them.  I  don't  mean  to  take  your  time,  Congressman. 

Mr.  Nader.  In  other  words,  you  think  capitalism  is  running 
amuck  here;  is  that  correct? 

Mr.  Tauzin.  No,  I  don't  suggest  it  is  running  amuck.  What  I  sug- 
gest, Mr.  Nader,  is  that  when  you  have  professional  clients  who  col- 
lect bounties  for  bringing  the  suits,  that  you  ought  to  look  at  some 
reform  in  the  area,  and  I  think  most  people  agree  with  that.  You 
probably  would,  too,  if  you  thought  about  it. 

Mr,  Nader.  Bounties  abound  throughout  the  market  system. 
Have  you  ever  looked  at  the  real  estate  industry? 

Mr.  Tauzin.  I  don't  suggest  that  there  aren't  other  problems 
somewhere  else,  but  I  do  suggest  when  we  find  them  in  this  case, 
we  ought  to  address  them,  and  we  can. 

In  that  regard,  I  want  to  turn  to  you  again,  Mr.  Smith,  just  for 
a  second. 

Mr.  Markey.  The  gentleman  from  Louisiana  is  up  to  12  minutes 
right  now.  If  he  could  try  to 

Mr.  Tauzin.  I  am  just  trying  to  emulate  my  chairman. 

Mr.  Markey.  I  kiiow.  Each  member  will  get  back  to  the  gen- 
tleman, just  in  fairness  to  the  other  six  members. 

Mr.  Tauzin.  I  will  wrap  it  up  real  quick. 

I  just  want  to  point  out,  Mr.  Smith,  before  this  suit  was  filed 
against  you,  you  did  a  bunch  of  things,  as  I  understand  it,  in  your 
corporation  to  try  to  make  sure  that  you  wouldn't  get  sued,  that 
you  did  things  right,  that  your  people  behaved  properly  and  inves- 
tors in  your  company  were  going  to  be  treated  fairly. 

You  implemented  an  automatic  no-trade  zone  for  directors  of- 
fices, the  prohibition  against  trading  public  derivatives  by  the  same 
individuals,  shut  the  window  of  trading.  I  think  you  have  said  you 
did  shut  it  for  awhile.  It  may  have  contributed  to  why  sales  accu- 
mulated later.  In  fact,  you  made  sure  that  those  were  shut  when 
there  was  information,  inside  information  going  around. 

The  point  I  want  to  make  is,  did  the  corporation  adopt  all  your 
guidelines? 

Mr.  Smith.  Absolutely.  At  that 

Mr.  Tauzin.  Then  followed  them,  implemented  them? 

Mr.  Smith.  Absolutely. 

Mr.  Tauzin.  Here  we  have  a  case  of  a  corporation  trying  to  do 
all  the  things  they  are  supposed  to  do  with  records,  indicating  that 
sales  that  occurred  in  this  time  period  actually  exceeded  another 
time  period,  you  still  get  sued,  still  get  all  this  cost,  and  I  assume 
you  personally  got  hurt.  But  aren't  there  a  bunch  of  investors  in 
your  corporation  who  suffered  a  loss  here? 

Mr.  Smith.  Correct.  And  those  small  percentages  are  actually 
shown  there.  Everybody  got  hurt. 

Mr.  Markey.  The  gentleman's  time  has  expired. 

The  gentleman  from  Illinois. 

Mr.  McMillan.  I  yield  to  the  gentleman  from  Illinois. 

Mr.  Hastert.  I  would  like  to  insert  an  opening  statement.  I'm 
sorry  I  can't  ask  Mr.  Nader  some  questions.  His  memory  seemed 
to  lapse.  The  public  counsel  was  a  primary  litigant  in  that  suit  in 
Illinois. 

Mr.  Nader.  We  disagree  on  that. 
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Mr.  Hastert.  It  is  a  matter  of  record,  sir. 

Mr.  McMillan.  I  don't  want  to  belabor  the  case  with  Mr.  Smith 
with  a  couple  of  other  points.  How  long  had  the  stock  of  this  com- 
pany been  publicly  traded? 

Mr.  Smith.  1989,  the  company  went  public. 

Mr.  McMillan.  How  many  public  offerings? 

Mr.  Smith.  One. 

Mr.  McMillan.  How  long  before  that  occurred? 

Mr.  Smith.  It  was  3  years  before  that  occurred. 

Mr.  McMillan.  This  is  covering  what  period  of  time?  I  can't 
quite  see  it. 

Mr.  Smith.  From  the  end  of  1991  through  the  stock  drop  an- 
nouncement, through  the  earnings  disappointment  announcement. 

Mr.  McMillan.  And  that  date  was? 

Mr.  Smith.  September  22,  I  believe,  1992. 

Mr.  McMillan,  Nine  months,  something  like  that?  Nine-month 
period  we  are  looking  at  here? 

Mr.  Smith.  Correct.  About  a  year. 

Mr.  McMillan.  Did  you  file  a  secondary  registration  statement 
prior  to  the  runup  in  the  price? 

Mr.  Smith.  We  were  ready  to  go  on  file  at  that  period,  in  the 
blank  period  there  in  the  second  quarter  where  you  see  the  stock 
starts  drifting  down  there  from  the  top.  We  were  thinking  about 
doing  a  registration  statement  at  that  point. 

Mr.  McMillan.  Was  the  stock  that  you  referred  to  sold  under  a 
registration  statement? 

Mr.  Smith.  No.  No.  The  registration  statement  was  pulled  be- 
cause the  stock  got  below  what  the  board  thought  it  was  worth  at 
that  time. 

Mr.  McMillan.  Then  how  did  the  insiders  sell  their  stock? 

Mr.  Smith.  They  just  sold  as  any  shareholder  would.  In  the  case 
of  those  optionees,  they  exercised  their  options  and  sold  the  stock. 

Mr.  McMillan.  No  disclosure  requirement  because  of  the  nature 
of  their  ownership  and  so  forth? 

Mr.  Smith.  We  fully  complied  with  all  the  disclosure  require- 
ments, the  Form  4's  that  Mr.  Simon  referred  to. 

Mr.  McMillan.  Form  4. 

Mr.  Smith.  Yes. 

Mr.  McMillan.  Excuse  me,  because  I  am  not  familiar  with  the 
facts  of  the  case.  You  have  been  cast  in  a  less  than  favorable  light, 
and  I  am  just  trying  to  get  some  facts  out  on  it.  But  roughly,  all 
the  stocks  sold  at  that  point — what  percentage  of  the  company  was 
sold  under  that  Form  4? 

Mr.  Smith.  The  company  wasn't  a  shareholder  at  all.  No  com- 
pany shares.  It  was  not  a  registration.  It  was  individual  sharehold- 
ers. 

Mr.  McMillan.  I  understand.  What  percentage  of  the  shares 
outstanding  were  sold  that  time? 

Mr.  Smith.  There  were  roughly  20  million  outstanding  and  we 
are  talking  about  200  million  shares  roughly. 

Mr.  McMillan.  I  see.  You  say  that  reduced  by  50  percent  the 
holdings  of  those  insiders? 

Mr.  Smith.  Those  insiders  who  had  actually  previously  exercised 
options  held  stock.  It  might  be  correct  to  say  they  sold  approxi- 
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mately  half  of  what  they  actually  owned  in  the  form  of  stock,  but 
their  equity  interest  is  also  those  unexercised  investment  options. 
What  I  am  suggesting  is  that  number  there  is  a  small  percentage 
of  their  actual  equity  ownership.  If  you  have  100,000  options,  for 
instance,  and  you  also  have  10,000  shares,  you  have  110,000  shares 
in  an  equity  interest  of  some  sort. 

Mr.  McMillan.  If  those  options  were  disclosed 

Mr.  Smith.  Oh,  yes. 

Mr.  McMillan.  Routinely,  anyway,  right? 

Mr.  Smith.  That  is  correct. 

Mr.  McMillan.  Was  there  any  significant  factor  behind  the 
runup  in  the  stock  from  roughly  20  bucks  to  30-plus  bucks? 

Mr.  Smith.  The  company  was  in  a  very  rapid  growth  phase  in 
terms  of  earnings  per  share. 

Mr.  McMillan.  I  understand.  That  is  a  rapid  growth  of  2  or  3 
weeks.  Was  there  a  disclosure  made  at  that  point? 

Mr.  Smith.  No,  there  was  not.  Not  that  I  recall. 

Mr.  McMillan.  One  step  further  on  the  issue  of  legal  costs.  You 
have  characterized  this  as  100,000  bucks.  Were  there  other  costs 
associated  with  it  that  are  not  defined  as  legal  fees? 

Mr.  Smith.  Well,  there  are  a  lot 

Mr.  McMillan.  Copying  10  boxes  of  documents. 

Mr.  Smith.  I  am  not  including  any  of  the  internal  costs,  if  that 
is  what  you  mean. 

Mr.  McMillan.  Have  you  calculated  that? 

Mr.  Smith.  No,  I  have  not.  I  would  think  it  is  around  the  $30,000 
or  $40,000  range. 

Mr.  McMillan.  I  think  one  of  the  issues  we  are  dealing  with  is 
not  the  litigation  itself  but  the  whole  discovery  process,  the  costs 
incurred,  and  probably  more  so  in  cases  that  may  never  come  to 
court  than  those  that  do,  that  imposes  enormous  costs  on  business 
or  whoever  is  likely  to  be  sued.  And  I  think,  you  know,  if  you  have 
that  kind  of  information,  it  would  be  interesting  to  see  it. 

Mr.  Smith.  Be  happy  to  provide  it. 

Mr.  McMillan.  The  size  of  your  total  company  has  been  de- 
scribed as  $300  million  in  what? 

Mr.  Smith.  In  revenue. 

Mr.  McMillan.  In  revenue.  What  was  the  net  worth  of  the  com- 
pany? 

Mr.  Smith.  Shareholders's  equity,  I  would  have  to  go  back  and 
refer  to  it.  But  it  is 

Mr.  McMillan.  What  were  the  earnings  of  the  company? 

Mr.  Smith.  The  earnings  at  which  time,  currently? 

Mr.  McMillan.  Let's  say  at  the  point,  roughly  at  the  point  in 
question  here. 

Mr.  Smith.  The  point  in  question,  that  particular  quarter  we  an- 
nounced a  24  cent  quarter  when  the  analysts  had  been  expected. 

Mr.  McMillan.  About  a  dollar  a  share? 

Mr.  Smith.  A  dollar  a  share. 

Mr.  McMillan.  The  stock  goes  up  to  $30  a  share  roughly.  And 
that  would  have — how  many  shares  were  outstanding? 

Mr.  Smith.  Roughly  20  million  shares. 

Mr.  McMillan.  OK  I  think  the  issue  of  disclosure  is  one  that 
is  very  much  on  my  mind.  Were  you  under  any  obligation  under 
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the  law  to  disclose  to  your  stockholders  the  potential  liability  that 
existed  as  a  result  of  this  lawsuit? 

Mr.  Smith.  Yes,  we  are,  as  part  of  our  periodic  reporting  we  do 
in  either  the  10(Q)  or  the  10k.  It  is  considered  a  significant,  it  is 
a  material  event,  yes. 

Mr.  McMillan.  And  how  did  you  quantify  that  in  terms  of  the 
potential  financial  liability? 

Mr.  Smith.  We  were  not  required  to  quantify  except  just  to  point 
out  that  it  was  a  potentially  material  item  and  the  company  was 
intending  to  vigorously  defend. 

Mr.  McMillan.  But  had  a  judgment  been  rendered — what  was 
the  amount  of  the  suit,  by  the  way? 

Mr.  Smith.  I  don't  believe  there  were  any  dollars  alleged  in  that 
action. 

Mr.  McMillan.  There  were  no  dollars? 

Mr.  Smith.  It  is  normally  an  aggregate  damage  kind  of  a  calcula- 
tion. 

Mr.  McMillan.  Oh,  I  see.  So  there  is  no  way,  really,  to  quantify 
what  it  was? 

Mr.  Smith.  Well,  one  way  to  quantify  it  is  the  allegation,  the 
market  cap  drop  at  that  point,  for  instance. 

Mr.  McMillan.  Well,  how  many  shares  were  held  by  the  mem- 
bers of  the  class? 

Mr.  Smith.  Well,  that  would  be  roughly  the  20  million  shares  I 
presume  we  are  talking  about. 

Mr.  McMillan.  That  is  everybody. 

Mr.  Smith.  Virtually  nobody  would  have  opted  out. 

Mr.  McMillan.  Everyone  was  in  the  class  action? 

Mr.  Smith.  I  don't  believe  there  were  any  opt-outs.  I  don't  recall. 

Mr.  McMillan.  We  are  talking  about  some  people  nobly  saying 
they  represent  victims  here.  I  think  there  are  victims  on  both  sides 
of  these  issues.  There  may  be  someone  who  has  been  truly  dam- 
aged, and  they  are  entitled  to  compensation.  But  the  remaining 
stockholders  are  also  victims  when  a  judgment  is  rendered,  right? 

Mr.  Smith.  That  is  exactly  correct.  That  is  one  of  my  basic  con- 
cerns. The  point  I  made  before  about  the  cost  of  directors'  and  offi- 
cers' insurance  policy  is  $400,000,  let's  say.  That  is  two  cents  a 
share  multiplied  by  your  price-earnings  ratio. 

The  same  goes  for  in  the  event  the  company  is  paying  a  judg- 
ment on  these  things.  Who  is  paying  for  this  judgment?  It  is  the 
current  shareholders.  Current  shareholders.  And  I  see,  perhaps,  a 
distinction  between  current  shareholders  and  those  who  have  pre- 
viously sold  their  stock.  But  the  current  ongoing  shareholders  are 
hurt  more  in  the  valuation  hit  as  a  result  of  the  action,  the  pay- 
ment of  the  judgment  than  they  get  on  the  return. 

Mr.  McMillan.  That  is  very  different  from  a  broke  S&L,  which 
was  raised  as  a  comparison  because  it  is  broke.  There  aren't  any 
remaining  shareholders  that  have  any  potential  for  recovery  if  the 
thing  has  been  taken  over  by  the  RTC,  which  I  think  was  the  other 
case. 

But  what  percentage  of  the  shareholders  were  actually  part  of 
the  class  action  in  this  case?  I  didn't  quite  get  your  answer. 

Mr.  Smith.  We  are  in  this  stage  in  the  class  certification.  I  be- 
lieve the  class  was  certified  in  our  particular  case.  At  that  point. 
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class  notices  go  out  and  individual  shareholders  have  the  right  to 
opt  out  of  that  class  if  they  decide  they  don't  want  to  be  part  of 
that  action.  I  am  not  aware  if  any  did.  But  it  is  a  presumption. 

Mr.  McMillan.  Are  you  presuming  it  was  all  shareholders? 

Mr.  Smith.  The  presumption  is  all  shareholders  are  included  in 
the  class  unless  those  who  actually  go  forward  and  ask  to  be  elimi- 
nated from  the  class. 

Mr.  McMillan.  Would  it  include  the  insiders  who  sold  the  stock? 

Mr.  Smith.  I  think  they  are  normally  excluded  from  a  class  cer- 
tification. 

Mr.  Simon.  Can  I  clarify  that? 

Mr.  McMillan.  Yeah. 

Mr.  Simon.  I  don't  mean  to  interrupt.  But  just  for  point  of  infor- 
mation, the  class  is  defined  in  virtually  every  class  action  as  those 
who  bought  during  the  period  in  which  a  fraud  is  alleged.  So  it 
would  not  be  all  the  shareholders.  It  would  be  all  the  shareholders 
who  acquired  their  stock  in  the  window  of  time,  whether  that  was 
a  month  or  9  months. 

Mr.  McMillan.  What  was  it  in  this  case? 

Mr.  Simon.  I  think  it  was  9  months. 

Mr.  McMillan.  Nine  months. 

Mr.  Simon.  I  believe  it  was  something  in  that  range. 

Mr.  McMillan.  So  presumably  some  of  the  members  of  the  class 
could  have  bought  the  stock  at  15,  seen  that  stock  go  to  30.  And 
when  it  went  back  down  to  17,  they  actually  haven't  lost  anything. 

Mr.  Simon.  They  hadn't  lost  anything  they  wouldn't  recover.  The 
point  I  was  trying  to  make  was  the  class  wouldn't  be  people  who 
held  stock  since  the  company  went  public.  It  would  not  be  people 
who  bought  the  stock  one  day  before  the  fraud  is  alleged  to  have 
begun.  A  class  action  involves  a  class  of  purchasers  who  are  alleged 
to  have  purchased  at  a  time  when  the  stock  price  was  manipulated 
by  misstatement,  omission  or  insider  trading.  Sometimes  that  is  3 
days,  and  sometimes  it  is  3  m^onths  and  sometimes  it  is  longer.  But 
it  would  virtually  never  be  all  of  the  shareholders,  even  excluding 
the  insiders,  which  Mr.  Smith  is  right  about,  unless  you  have  an 
IPO  case  and  you  allege  that  the  initial  public  offering  was  fraudu- 
lent. Then  you  would  cover  anyone  but  the  insiders. 

Mr.  McMillan.  Could  I  ask  one  additional  question? 

Mr.  Markey.  Yes. 

Mr.  McMillan.  It  provoked  a  long  answer.  Since  disclosure  is 
what  we  are  talking  about  here  and  victims  are  on  both  sides  of 
issues  like  this,  and  we  talked  a  lot  with  the  earlier  panel  about 
the  discovery  process  and  trying  to  limit  discovery  costs  in  what 
would  be  frivolous  and  nonmeritorious  lawsuits,  should  ^there  be 
something  in  the  law  that  requires,  if  in  fact  a  company  is  subject 
to  a  lawsuit,  that  requires  a  company  to  make  disclosures  to  its 
shareholders,  which  I  think  they  should  be?  Should  there  be  some- 
thing in  the  law  in  which  those  contemplating  legal  action  against 
a  company  have  to  give  it  some  sort  of  disclosure  as  to  what  their 
intent  is,  so  that  victims  on  all  sides  can  be  adequately  informed 
in  this  matter? 

Maybe,  Mr.  Simon,  you  would  address  that.  Would  that  prejudice 
the  legal  process  if  you  had  to  give  notification  of  your  plans  to  de- 
velop an  action  against  a  given  company  in  advance? 
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Mr.  Simon.  In  advance  of  the  filing? 

Mr.  McMillan.  Yes. 

Mr.  Simon.  Well,  Mr.  McMillan,  until  we  are  retained  by  a  client 
and  decide  that  a  suit  is  well  taken  and  bring  it,  there  is  nothing 
we  can  do  because  it  is  in  a  formative  stage. 

Mr.  McMillan.  You  can't  do  a  lot  of  pro  forma  work  before  you 
actually  got  to  the  point  of  filing  a  suit? 

Mr.  Simon.  You  can  do  a  lot  of  work.  Before  you  get  ready  to  file, 
there  is  nothing  you  want  to  do  publicly. 

Mr.  McMillan.  I  know  you  wouldn't  want  to.  It  is  sort  of  like 
an  unfriendly  takeover  bid.  I  wonder  if  it  shouldn't  be  subject  to 
the  same  rules  of  disclosure  that  other  unfriendly  investors  might 
have. 

Mr.  Simon.  Now  I  guess  I  understand  the  question  better.  We 
have  to  disclose  all  kinds  of  things.  Our  clients  are  deposed.  Their 
depositions  are  taken,  usually  very  early  in  the  case,  and  they  are 
asked  all  kinds  of  questions  about  who  they  are  and  why  they  are 
bringing  this  case,  and  did  they  talk  to  their  lawyer  and  do  they 
believe  in  the  case  and  do  they  have  the  money  to  support  the  case 
and  all  that.  And  when  the  class  is  certified,  we  are  required  to 
send  a  notice  to  the  entire  class  identifying  who  we  are,  who  our 
clients  are  and  what  the  claim  is  and  giving  people  a  chance  to  opt 
out.  But  that  does  not  happen  before  the  suit  is  filed.  It  happens 
weeks  or  sometimes  months  after  the  suit  is  filed. 

Mr.  McMillan.  I  am  being  gaveled  by  the  judge. 

Mr.  Smith.  Mr.  Chairman,  may  I  add  one  point  to  that? 

Mr.  Markey.  Very  briefly. 

Mr.  Smith.  That  is  an  excellent  suggestion  from  the  standpoint 
that  all  I  am  looking  for,  from  my  perspective,  is  to  have  a  gate- 
keeper there,  somebody  who  really  represents  the  interests  of  the 
shareholders.  What  we  have  right  now  is  everybody  with  the  quali- 
fication Mr.  Simon  indicated  is  in  the  class  unless  they  opt  out. 

What  I  would  suggest  is  we  have  an  opt-in  system,  have  mean- 
ingful disclosure  between  plaintiffs'  counsel  and  their  purported  cli- 
ents and  they  send  in  their  proof  of  claim.  They  actually  positively 
elect  to  be  part  of  this  class. 

At  that  point,  I  could  see  that  the  plaintiffs'  counsel  is  much 
more  representative  of  those  who  want  to  be  represented  in  this  ac- 
tion. And  I  would  be  happy  to  help  them  with  the  disclosure  on 
these  things,  but  I  would  have  a  hard  time  seeing  a  case  being 
made  between  plaintiffs'  counsel  and  why  a  current  shareholder 
should  elect  to  continue  as  part  of  the  action  when  they  get  more 
in  their  stock  prices,  more  than  they  get  in  their  check. 

Mr.  Markey.  The  gentleman's  time  has  expired. 

The  gentlelady  from  California. 

Ms.  SCHENK.  Thank  you. 

Mr.  Cook,  you  heard  distinguished  scholars  this  morning  and 
Professor  Briloff"  who  overwhelmingly  reject  the  notion  that  we 
need,  perhaps,  the  kinds  of  changes  that  you  are  supporting.  In 
fact,  if  I  understood  Professor  Briloff  correctly,  he  said  the  change 
needs  to  come  in  your  and  his  profession  and  not  in  what  we  need 
to  be  doing  here. 

How  would  you  respond  to  what  he  called  his  stream  of  con- 
sciousness? 
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Mr.  Cook.  I  would  point  out  to  Professor  Briloff  and  others  that 
we  have  been  making  continuous  changes  in  this  profession  to  re- 
spond to  a  very  dynamic  and  complex  business  environment.  We 
have  changed  accounting  standards.  We  have  changed  auditing 
practices.  We  have  changed  our  technology.  We  are  running  often 
to  keep  up  with  changes  that  are  taking  place  in  business,  and 
sometimes  we  do  a  good  job  of  keeping  up  and  sometimes  we  are 
a  little  bit  behind. 

But  I  would  suggest  that  we  are  doing  all  that  can  reasonably 
be  done,  and  yet  we  are  seeking  to  do  more  in  this  profession  to 
improve  our  performance,  improve  our  quality,  to  put  out  of  the 
profession  the  people  who  do  not  perform  up  to  our  standards.  But 
that  will  not  solve  the  legal  problems  we  are  talking  about. 

Ms.  SCHENK.  Would  you  say  your  profession,  as  it  has  been  al- 
leged with  the  legal  profession,  that  there  are  more  entrepreneurial 
accountants  and  less  sort  of  independent  certified  auditors  as  the 
Professor  suggested? 

Mr.  Cook.  No,  I  wouldn't  say  so.  I  would  say  the  overhang  of  risk 
that  exists  today  dampens  the  entrepreneurial  spirit  a  great  deal. 
There  is  not  much  experimentation.  There  is  not  much  willingness 
to  be  involved  with  things  such  as  forward-looking  information  that 
we  talked  about  here,  things  that  investors  really  need  to  keep  up 
with  the  markets. 

The  markets  are  much  less  responding  to  historical  information 
today  than  they  are  forward-looking  information.  And  we  are  very 
reluctant  to  reach  out  into  new  areas  such  as  that  because  of  the 
cloud  of  risk  that  hangs  over  the  profession. 

Ms.  SCHENK.  Philosophically,  do  you  believe  that  the  profession 
ought  to  be  more  entrepreneurial? 

Mr.  Cook.  Yes,  I  certainly  do.  I  wish  we  could  be  and  that  the 
corporations  who  are  also  stifled  in  their  disclosure  today  because 
of  their  fear  of  risk,  that  we  could  jointly  move  forward  so  that  all 
investors  were  dealing  with  information  about  the  future  prospects 
of  a  company,  the  things  that  we  talked  about,  because  that  is 
what  is  driving  the  markets  today,  and  we  are  not  responding  to 
that  need. 

Ms.  SCHENK.  Do  you  then  also  iDelieve  that  the  legal  profession 
ought  to  become  more  entrepreneurial,  or  do  you  think  that  it  just 
should  be  accounting  and  not  legal? 

Mr.  Cook.  I  am  probably  filled  up  with  challenges  and  under- 
standing the  accounting  profession  without  having  too  many  judg- 
ments about  what  the  legal  profession  ought  to  be  doing.  I  think 
there  is  perhaps  a  little  more  entrepreneurialism  in  the  legal  pro- 
fession, some  parts  of  it  I  see  today,  than  we  really  need. 

Ms.  SCHENK.  Mr.  Simon,  let  me  turn  to  you.  You  have  heard  the 
case  stated  here  against  securities  class  actions.  If  I  could  sum  it 
up  so  the  elements  that  speak  against  it  are,  number  one,  the  law- 
yers, number  two,  the  lawyers  who  arrange  for  plaintiffs,  number 
three,  the  lawyers  who  then  take  these  plaintiffs  and  file  suits  that 
are  based  primarily  or  perhaps  solely  on  stock  prices  falling  for  the 
sole  purpose  of  settlements  and  huge  fees  for  lawyers.  I  mean,  that 
is  sort  of  simplistic  but  a  concise  summation  of  it. 
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Let  me  give  you  the  opportunity  to  clear  the  name  of  the  profes- 
sion. Are  suits  filed  generally  solely  based  on  falling  stock  prices, 
or  do  you  take  into  account  other  factors? 

Mr.  Simon.  We  have  to  take  into  account  other  factors.  The  sta- 
tistics we  have  developed  that  no  one  has  challenged  are  that  in 
only  approximately  2  to  3  percent  of  the  cases  where  there  is  a  sub- 
stantial stock  drop — the  10  percent  rule  that  people  told  you  and 
told  the  Senate  about  earlier — in  only  2  or  3  percent  of  those  in- 
stances does  a  lawsuit  actually  get  filed. 

So  the  question  is,  how  do  we  choose  the  2  or  3  percent?  Could 
we  throw  darts  or  do  something  more  serious? 

We  have  prepared  a  chart  on  that — well,  if  I  could  take  a  minute 
on  that.  We  have  a  stock  chart  of  a  company.  It  is  called  Policy 
Management  Systems  Corp.,  and  that  is  the  stock  chart.  So  at  the 
simplistic  level  that  our  adversaries  come  at  us,  they  say  lawyers 
look  at  that  and  they  file  suit.  If  we  looked  at  that  and  we  filed 
suit,  we  would  file,  as  I  said,  100  percent  of  the  time.  We  only  file 
2  to  3  percent  of  the  time. 

So  I  have  now  superimposed  on  the  next  chart — that  is  a  very 
substantial  rapid  drop,  as  you  can  see.  It  falls  off  the  table.  But 
that  will  not  get  a  suit  filed  in  this  business.  This  is  what  will  get 
a  suit  filed  in  this  business. 

[The  charts  referred  to  follow:] 
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Mr.  Simon.  The  second  chart  superimposed  is  the  kind  of  things 
that  experienced  securities  lawyers  look  at.  If  you  look  before  the 
stock  falls  off  the  table,  you  see  the  company  says  that  it  has  reve- 
nues of  $126  million  and  that  that  reflects  a  continued  strengthen- 
ing of  its  position.  It  says  that  net  income  and  revenues  are  up. 
The  insiders  then  sell  $10  million  worth  of  stock.  Now,  all  that 
shaded  area  looks  small,  it  outweighs  Mr.  Smith's  shaded  area  by 
about  three  times.  It  is  $10  million  worth  of  stock.  The  stock 
then — I  am  sorry,  then  just  before,  just  before  the  price  decline, 
days  before,  the  company  says  we  are  in  an  excellent  position  to 
sustain  long-term  growth.  And  what  happens  a  week  later,  2  or  3 
business  days  later?  It  falls  off  the  table.  The  results  are  going  to 
miss  expectations  by  a  mere  $14  million  to  $15  million  due  to 
something  vaguely  described  as  changing  business  conditions, 
which  is  a  signal  to  us  that  they  won't  tell  us  what  is  really  hap- 
pening with  the  company. 

There  is  later  an  internal  investigation.  Arthur  Andersen  resigns 
and  the  financial  statements  from  Ernst  &  Young  for  2  previous 
years  and  Arthur  Andersen  for  that  year  is  all  withdrawn.  That  is 
a  securities  fraud  case.  The  first  case  was  a  price  drop. 

Now,  Congresswoman  Schenk,  we  have  three  of  these,  but  I  don't 
know  that  you  have  time.  But  Kendall  Square  from  the  chairman's 
territory  is  similar.  And  Sjrmantec  from  our  own  State  is  similar, 
as  well.  We  have  to  look  at  the  statements  made,  the  disaster  that 
befalls  the  company  and  the  pattern  of  insider  trading,  if  any,  be- 
fore we  decide  whether  a  court  will  allow  us  to  proceed  with  a  secu- 
rities fraud  case,  if  that  answers  your  question. 

[The  charts  follow:] 
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Ms.  SCHENK.  It  quickly  does.  You  heard  the  bells.  We  are  going 
to  have  to  go  soon. 

You  heard  the  discussion  about  the  amount  of  money  that  goes 
to  the  plaintiffs'  shareholder  versus  what  goes  into  the  lawyers' 
pockets.  How  would  you  characterize  the  benefit  to  the  shareholder 
versus  the  benefit  to  the  lawyers? 

Mr.  Simon.  I  think  the  assertion  that  we  settle  for  pennies  on  the 
dollar  and  that  we  take  millions  is  probably  the  biggest  lie  in  this 
business.  Cases  are  settled  in  all  fields. 

I  am  sorry  that  Mr.  Tauzin  stepped  out  when  Professor  Miller 
pointed  out  that  93  percent  of  all  Federal  cases  are  resolved  with- 
out a  trial.  Those  are  the  facts.  They  are  the  facts  in  securities 
cases.  They  are  the  facts  everywhere.  Cases  get  thrown  out  or  they 
get  settled  and  very  few  go  to  trial.  And  it  is  true  in  this  business, 
as  well.  And  cases  settle  for  less  than  100  cents  on  the  dollar. 

We  have  a  double  whammy  here.  People  don't  understand  that 
if  an  investor  buys  a  stock  for  30  and  the  stock  dribbles  down  to 
20  and  then  a  disaster  befalls  the  company  and  it  drops  to  10,  and 
then  more  bad  news  happens  and  it  drops  to  zero,  and  we  sue  on 
a  2-month  class  period,  that  is  not  a  $30  loss.  That  is  probably  a 
$10  case.  And  if  we  recover  $5,  that  is  a  very  successful  case.  That 
is  a  50  percent  recovery,  which  is  a  pretty  good  recovery. 

The  numbers  our  adversaries  are  using  would  say  that  is  a  $5 
recovery  on  a  $30  gross  loss  to  the  investor  over  his  lifetime  in  the 
stock,  which  might  be  10  years,  and  they  make  it  a  small  number. 

We  have  prepared  a  study  which  is  before  the  subcommittee 
which  says  that  recoverable  market  losses  in  a  securities  case  are 
27  percent  of  total  gross  losses.  If  you  reverse-engineer  that,  if  you 
go  back  the  other  way,  27  is  close  to  25.  That  means  that  when  our 
adversaries  say  we  recover  14  cents  on  the  dollar,  which  we  don't 
believe  is  the  right  number,  they  mean  14  percent  of  gross  loss, 
which  is  56  percent  of  the  average  net  loss. 

[The  information  follows:] 
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PRINCETON  VENTURE  RESEARCH.  INC. 


June  15,  1993 


William  S.  Lcrach,  Esq. 

Milberg  Weiss  Bershad  Speahrie  &  Lerach 

600  West  Broadway 

1800  One  America  Plaza 

San  Diego,  California  91202-5050 

Dear  Mr.  Lerach: 

You  have  asked  us  to  provide  you  with  an  analysis  of  Damages  suffered  by  class 
members  as  compared  to  their  Total  Market  Losses  in  Federal  class  actions  involving 
violations  of  the  Federal  securities  laws  for  publicly  traded  securities  based  on  those 
Utigations  for  which  PVR  has  served  as  damage  experts. 

PVR  obtained  a  representative  sample  of  these  class  action  litigations  as  follows.   First 
we  obtained  a  list  of  securities  law  class  actions  that  have  settled  and  been  reported  in 
Securities  Class  Action  Alert  during  1992  and  1993.   Second,  we  compared  that  list  to 
those  class  actions  where  PVR  were  retained  as  damage  experts.  Third,  we  examined 
oiu-  files  in  Princeton  to  see  for  which  of  those  litigations  damage  analyses  and  backup 
computer  files  were  readily  available.  We  found  twenty  such  litigations. 

For  each  litigation  we  reintroduced  the  files  onto  our  computer  system  and,  using  the 
same  methodology  for  each  litigation,  we  calculated  Total  Market  Losses  for  all  buyers 
and  sellers  of  the  stock  during  the  Class  Period.  These  Market  Losses  were  then 
compared  to  Total  Damages  which  had  been  prepared  earlier  to  be  used  in  testimony  in 
these  Utigations. 

Damages  usually  differ  from  losses  in  that  only  that  portion  of  Market  Losses  which  are 
attributable  to  the  alleged  securities  law  violations  are  included  in  Damages.  This  is  why 
a  cai  eful  examination  of  the  allegations  in  any  litigation  in  the  context  of  the  principles 
of  fundamental  security  analysis  is  necessary  in  order  to  determine  Damages.  You 
should  also  note  that  those  litigations  with  long  Class  Periods  tend  to  have  both  larger 
Damages  and  a  smaller  proportion  of  Damages  to  Total  Market  Losses.  This  is  not 
uncommon  as  allegations  of  violations  of  the  securities  laws  can  be  complex  and  vary 
over  time  for  those  litigations  for  which  there  is  a  long  Class  Period.   Damages  tend  to 
increase  as  a  percent  of  losses  as  one  approaches  the  end  of  a  Qass  Period  and 
violations  of  securities  laws  become  cumulative. 
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We  conclude  from  this  analysis  that,  on  average,  Damages  in  Securities  litigation  are 
27.7%  of  Market  Losses. 

I  believe  that  this  analysis  is  based  on  a  reasonable  sample  of  securities  law  class  action 
litigations  and  I  am  quite  confident  that  the  Damage  analyses  upon  which  these 
comparisons  to  Market  Losses  were  based  are  sound  -  as  they  were  prepared  for  expert 
testimony  in  the  actual  litigations. 

If  I  can  provide  any  additional  information,  please  do  not  hesiute  to  contact  me. 
Sincerely, 


John  B.  Torkelsen,  CFA 
President 
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PVR  Analysis 

Securities  Law  Class  Actions 

Damages  as  a  Percent  of  Market  Losses 


Total 

Total 

Damages  as  % 

In  Re: 

Class  Period 

Losses 

Damages 

Market  Losses 

Shawmut  National 

1 2/08/88  - 

01/24/91 

$442,407,875 

$34,911,880 

7.9% 

Lomas  Financial 

04/20/87  - 

08/28/89 

$560,315,741 

$70,771,617 

12  6% 

Apple  Computer 

11/29/82- 

09/23/83 

$786,986,000  $117,000,000 

14.9% 

Intermec  Corporation 

01/23/90  - 

06/21/90 

$41,749,338 

$12,819,200 

30  7% 

Beverly  Enterprises 

04/10/87- 

01/01/88 

$199,630,879 

$63,447,152 

31.8% 

Meridian  Bancorp 

03/27/90  - 

09/26/90 

$32,135,663 

$12,331,038 

38.4% 

Raychem 

01/27/88  - 

01/12/89 

$273,260,973  $115,408,280 

42.2% 

Fairfield  Communities 

02/24/89  - 

06/20/90 

$17,387,548 

$7,978,163 

45  9% 

Hercules,  Inc. 

03/06/89  - 

1/19/90 

$176,410,188 

$88,840,264 

50.4% 

First  Sen/ice  Bank 

12/05/86  - 

08/1 2/88 

$30,597,400 

$19,701,100 

64.4% 

Vicorp  Restaurants 

12/14/89  - 

10/31/90 

$75,334,968 

$49,898,611 

66.2% 

Medical  Imaging  Centersi  0/25/90  - 

09/27/91 

$45,100,000 

$30,133,961 

66  8% 

Bell  National 

09/30/82  - 

04/25/85 

$44,185,000 

$33,132,000 

75.0% 

Online  Software 

08/26/87  - 

06/1 5/88 

$12,375,000 

$9,436,000 

76.3% 

Tonka 

09/07/89  - 

12/07/89 

$44,548,700 

$35,025,883 

78.6% 

AnnTaylor  Corp. 

08/28/91  - 

10/21/91 

$29,861,170 

$23,770,613 

79  6% 

Nicolet 

05/15/91  - 

12/19/91 

$7,714,000 

$7,450,000 

96.6% 

ASK  Computer 

02/28/85  - 

04/03/85 

$13,672,775 

$13,565,095 

99.2% 

Smith  Corona 

07/28/89  - 

08/11/89 

$38,426,850 

$38,426,850 

100.0% 

Wolverine  Tecfinoloqies  03/12/88  - 

05/5/88 

$14,622,188 

$14,622,188 

1 00.0% 

Total  Dollar  Losses 

$2,886,722,256  $798,669,895 

27.7% 
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Returns  to  Victims  in  Securities  Class  Actions 

The  legal  terminology  of  class  actions  can  be  confusing.  In  order  to  make  a 
mathematical  calculation  concerning  the  returns  to  victims  of  securities  class  actions,  it  is 
essential  to  understand  that,  in  most  cases  where  there  is  fraud,  only  a  portion  of  those  losses 
is  due  to  fraud  and  only  that  portion  of  the  loss  is  recoverable  in  damages.  A  Princeton  Venture 
Research  (PVR)  study  concludes  that  losses  due  to  fraud  (i.e..  recoverable  damages)  in  securities 
class  action  cases,  on  average,  are  27.7%  of  overall  market  losses.  Other  factors,  such  as 
market  conditions,  also  contribute  to  investor  losses.  A  good  example  of  losses  experienced  due 
to  market  conditions  was  the  stock  market  crash  of  October  1987. 

Combining  the  PVR  average  of  27.7%  with  other  recent  studies  of  market  losses  by 
victims  and  payments  to  victims  in  securities  class  actions  reveals  that  victims  ultimately  receive 
59.78%  of  their  legally  recoverable  damages  on  average,  after  payment  of  fees  and  expenses. 

»       •       •       »       « 

To  determine  the  percentage  of  legally  recoverable  damages  that  class  action  settlements 
pay  out,  you  must: 

(1)  First,  determine  the  percentage  of  overall  market  losses  that  are  due  to  fraud  (i.e.. 
the  legally  recoverable  damages).  These  vary  over  a  wide  range,  but  a  PVR  study  of  20  recent 
settiements  found  an  average  of  27.7%. 

(2)  Second,  determine  the  total  'out-of-pocket"  or  'market  losses'  that  claimants 
experienced. 

The  Hefner  and  Co.  study  of  69  cases  found  market  losses  of:  $  2,851,621,985 

The  Gilardi  and  Co.  study  of  104  cases  found  market  losses  of:  $  7,746,522,800 

The  Total  Claimants'  Market  Losses  for  173  cases  is:  $10,598,144,785 

(3)  Third,  determine  the  total  legally  recoverable  damages 
by  multiplying  the  total  out  of  market  losses 

($10,598, 144,785)  by  the  percentage  due  to  fraud  (27.7%)  $2,935,686,104 

(4)  Fourth,  determine  the  total  amounts  paid  to  claimants. 

The  Gilardi  and  Co.  shidy  found  $1,446,482,548 

The  Heffler  and  Co.  study  found  $   308.438.656 

Total  Funds  Paid  to  Claimanu  $1,754,921,204 

(5)  Finally,  determine  the  ratio  of  the  total  of  payments  to 
claimants  to  legally  recoverable  damages,  aftei  payment  of  fees 
and  expenses 

$1.754.921.204 
divided  by  $2,935,686,104  =  59.78% 
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Percentage  of  Attorneys  Fees  in  Class  Actions 

A  Study  Prepared  by  ria<x  Artion  Reports 
(Involving  404  Cases  from  1973  -  1990) 


Recovery 
Range 

(S 
Billions) 

No.   of 
Cases 

Aggregate 

Class 
Recovery 

(S      ■IIIIOBS) 

Fees 

* 
CoMs  as  % 

Atly 
Mrs. 

Myltlpller 

Current 

Hourly 

Rate 

(in    l«/90    $) 

iS50m 

12(12)« 

2J99.046 

8.2 

336343 

1.78 

463.59 

Antitrust 

U(7) 

1.485.816 

13.0 

464.158 

2J6 

409.61 

S2O<S50m 

22(20) 

692.246 

17.8 

266.400 

2.45 

464.76 

Antitrust 

9(6) 

257.250 

141 

116J969 

1.74 

279.13 

S10<S20m 

41(34) 

574.795 

25.9 

364.061 

1.75 

353.95 

Antitrust 

9(7) 

130.259 

13.0 

74.654 

1.47 

29  J.  75 

S5<S10m 

49  (43) 

335.023 

25.8 

277^30 

1.53 

319.90 

Antitrust 

16  (15) 

109.364 

22.2 

10U73 

2.01 

306.31 

$3<S5m 

52  (48) 

202.682 

28.6 

214.191 

1.55 

303.22 

Antitrust 

9(8) 

J5/52 

23.7 

29X24 

1.74 

30849 

S2<S3fn 

31(25) 

72.413 

25.2 

65.165 

1.33 

291.60 

Antitrust 

6(5) 

14J58 

21.1 

18.930 

1.45 

197.80 

$l<S2m 

48  (37) 

65.664 

28.3 

83.702 

1.14 

227.60 

Antitrust 

4(3) 

6.863 

24.8 

11.674 

1.11 

171.48 

<Slm 

79(64) 

39.494 

27.2 

84J50 

0.89 

170.52 

Antitrust 

6(5) 

2.032 

34.2 

6218 

1.12 

174.78 

Securities 

334    (2113) 

4.281.362 

15.2 

1,(91,<42 

1.72 

363.38 

Antitrust 

70   (56) 

2.041.295 

13.9 

824.000 

2.17 

354.19 

'Numbers  in  pwemheses  refa  lo  cases  for  which  there  are  howly  data. 
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Mr.  Simon.  Now,  let  me  talk  about  fees  for  a  minute.  Class  Ac- 
tion Reports,  the  most  well-known  documentation  of  class  actions 
anywhere  has  done  the  only  comprehensive  study  of  fees.  It  says 
the  average  fee — and  again,  it  is  in  the  papers  before  the  sub- 
committee. They  studied  200  cases.  The  average  fee,  14.8  percent 
of  the  recovery,  which  means  that  for  every  dollar  the  lawyers  take, 
the  clients  take  seven.  The  courts  typically  award  no  more  than  25 
to  30  percent,  which  would  mean  at  worst  for  every  dollar  we  take, 
the  class  takes  three  or  four. 

So  how  anyone  can  say  the  lawyers  take  the  lion's  share  is  be- 
yond my  comprehension.  I  used  to  think  the  lion's  share  was  the 
majority.  A  person  who  understands  lions  later  told  me  the  lion's 
share  is  all  of  it.  We  take  15  percent,  maybe  20  percent,  maybe 
22 Va  percent.  In  the  WPPSS  case,  we  recovered  $700  million,  we 
got  6  percent.  We  took  out  an  appeal  because  we  thought  the  fee 
wasn't  fair.  But  the  basic  answer  is  that  in  the  range  of  15  percent 
to  20  percent,  that  is  the  money  coming  to  us. 

The  only  difference  between  a  class  action  and  a  big  individual 
action,  such  as  Pennzoil  and  Texaco — somebody  mentioned  that 
earlier,  I  think  it  might  be  the  chairman — in  the  Pennzoil  and  Tex- 
aco case,  they  sued  for  $12  billion  and  they  got  $4  billion.  So  ac- 
cording to  our  detractors,  that  is  25  cents  on  the  dollar.  It  is  a 
lousy  settlement,  I  guess.  And  the  lawyers  got  millions,  which  I 
think  is  true  in  that  case,  as  well. 

The  only  difference  is,  we  get  our  recoveries  for  a  class  of  people, 
such  as  the  women  sitting  behind  me,  and  they  got  their  recovery 
for  an  individual  corporation.  No  other  difference.  And  the  criticism 
really  is  quite  unfair. 

Ms.  SCHENK.  Mr.  Chairman,  I  realize  we  have  to  vote.  Do  I  have 
any  time  remaining? 

Mr.  Markey.  This  particular  case  happens  to  be  in  Mr.  Schae- 
fer's  district,  and  I  think  he  would  like  to  get  a  few  questions  in. 
If  you  would  be 

Ms.  ScHENK.  I  would  be  happy  to. 

Would  it  be  proper  for  me  to,  as  you  say — what  I  would  like  from 
Mr.  Nader  and  Mr.  Simon,  at  some  point  maybe  in  writing  if  not 
in  testimony,  they  also  heard  the  professors  this  morning,  and  as 
good  former  law  students  were  probably  taking  notes,  as  I  was, 
their  comment  and  views  on  the  suggestions  that  were  made  by  the 
Professors. 

Mr.  Markey.  They  will  submit  that.  It  might  be  helpful  if  we  go 
down  a  whole  litany  of  issues  that  are  raised  and  ask  each  of  our 
witnesses  to  give  us  their  written  responses  to  find  commonality 
where  possible  and  then  move  on  to  the  more  controversial  issues. 

I  appreciate  the  gentlelady  for  yielding.  Let  me  say  this,  OK.  I 
am  going  to  recognize  the  gentleman  from  Colorado,  and  he  can 
then  go  for  as  long  as  he  would  like.  The  Chair  intends  on  return- 
ing, however 

Mr.  SCHAEFER.  Oh. 

Mr.  Markey.  To  wrap  it  up  so  we  can  have  the  panel  give  us 
their  concluding  statements,  as  well.  And  the  gentleman,  if  he 
would  be  willing  to,  the  gentleman  from  Ohio  to  return  as  well. 

Mr.  Schaefer.  OK. 
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Mr,  Markey.  So  we  will  recognize  the  gentleman  from  Colorado 
for  as  much  time  as  he  wants  to  consume. 

Mr.  SCHAEFER.  I  don't  know  how  much  time  we  have  left. 

Mr.  Markey.  You  have  5  minutes. 

Mr.  SCHAEFER.  I  can  certainly  turn  around  and  come  back. 

Mr.  Markey.  You  can  do  your  5  minutes'  worth  of  questioning 
right  now  and  put  the  committee  into  a  recess,  and  the  rest  of  us 
will  go  right  over  and  make  the  roll  call  and  I  will  come  back  and 
recognize  Mr.  Oxley. 

Mr.  SCHAEFER.  Briefly,  Mr.  Chairman,  I  will  not  be  able  to  get 
in  all  I  want  within  the  5  minutes.  So  if  I  might  ask  for  some  ques- 
tions to  be  answered  written,  we  will  go  from  there. 

I  want  to  thank  the  panel  for  being  here  today  because  this  is, 
to  me  and  many  of  us  up  here,  a  very,  very  important  issue.  I  par- 
ticularly want  to  welcome  Mr.  Smith  from  our  good  State  of  Colo- 
rado here  today,  and  want  to  say  that  I  am  in  full  support  of  the 
Tauzin  amendment  or  bill.  And  if  we  have  to  do  some  things  that 
are  going  to  try  and  make  it  better,  I  am  certainly  in  line  to  do 
that. 

Now,  the  thing  that  I  really  want  to  hit  on — and  I  will  be  submit- 
ting some  questions,  as  I  asked  the  chairman — ^but  a  court  granting 
a  12(b)(6),  which  actually  happened  there,  this  is  very  unusual,  is 
it  not?  Is  this  very  unusual,  Mr.  Simon? 

Mr.  Simon.  Are  you  asking  me? 

Mr.  SCHAEFER.  Either  one. 

Mr.  Simon.  Your  Honor,  it  is  not  that 

Mr.  SCHAEFER.  Your  Honor? 

Mr.  Simon.  I  knew  I  would  do  that.  I  predicted  it  on  the  way 
over.  Representative  Schaefer,  it  is  not  that  unusual.  I  don't  have 
the  statistics,  but  I  would  imagine  that  10  or  20  percent  of  the 
cases.  Federal  cases,  filed  in  the  United  States  in  all  fields  are  dis- 
missed on  12(b)(6)  motions  and  the  numbers  in  the  securities  area 
may  be  in  the  same  range.  I  don't  have  the  numbers  at  my  finger- 
tip. 

Mr.  SCHAEFER.  My  question  is,  why  in  the  world  do  we  have  that 
many,  if  any?  Don't  you  people  research  this  stuff  enough  to  know 
whether  or  not  you  are  going  to  talce  the  time  and  the  money  from 
the  defendants'  costs  in  order  to  end  up  with  a  12(b)(6)? 

Mr.  Simon.  I  think  you  would  find  some  very  substantial  legal 
issues  decided  on  the  12(b)(6)  motion.  It  doesn't  mean  the  case  was 
simple.  It  doesn't  mean  the  legal  issues  were  simple.  It  means  that 
the  facts  did  not  have  to  be  fleshed  out  in  order  for  the  defendant 
to  present  a  theory  which  might — Brown  v.  Board  of  Education,  I 
would  guess,  was  probably  resolved  on  a  12(b)(6)  motion  because 
the  State  board  of  education  took  the  position  that  they  didn't  need 
to  integrate  the  schools  and  it  went  up  to  the  Supreme  Court  on 
that  pure  legal  question. 

Any  time  a  legal  question  can  control  the  case,  a  12(b)(6)  motion 
can  resolve  the  case. 

Mr.  Schaefer.  One  final  thing.  Mr.  Smith,  you  testified  that  of 
the  costs  outside  of  the  $100,000  and  the  internal  costs,  some 
$30,000  to  $40,000,  you  are  now  paying  your  directors  twice  what 
you  had  to  pay  them  before  to  cover  the  directors's  insurance  and 
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their  liability,  et  cetera — to  the  tune  of  some  $400,000,  which  is 
still  something  else  that  would  be  added  to  the  cost  of  this  case. 

Mr.  Smith.  That  is  correct. 

Mr.  SCHAEFER.  Well,  I've  got  to  run  and  vote  and  I  will  be  sub- 
mitting some  questions.  Thank  you. 

Mr.  FORDE.  We  £ire  recessed. 

[Brief  recess.] 

Mr.  Markey.  We  are  still  in  session.  The  Chair  recognizes  the 
gentleman  from  Ohio,  Mr.  Oxley. 

Mr.  Oxley.  Mr.  Chairman,  I  am  disappointed  because  I  was 
going  to  ask  Ralph  Nader  some  questions.  Has  he  left  the  building? 

Mr.  Markey.  Yes.  He  heard  you  were  coming  back  and 

Mr.  Oxley.  I  was  loaded  for  bear. 

Could  I  submit  some  questions? 

Mr.  Markey.  To  Mr.  Nader.  And  all  the  witnesses  will,  I  am 
sure,  be  extremely  receptive  to  any  questions  that  you  might  wish 
to  submit. 

Mr.  Oxley.  Wonderful.  He  dodged  a  bullet,  Mr.  Chairman. 

Let  me  just  ask  a  couple  of  things  of  the  panel. 

Mr.  Fields.  Will  the  gentleman  yield? 

Mr.  Oxley.  I  will  be  glad  to  yield. 

Mr.  Fields.  Mr.  Cook,  one  question  of  you.  I  think  we  have  got — 
we  explored  this  with  Mr.  Smith.  But  could  you  differentiate  how 
your  situation  changes  if  we  were  to  take  up  and  consider  then 
pass  Tauzin  versus  doing  nothing  at  all? 

Mr.  Cook.  Congressman,  I  think  doing  nothing  at  all,  we  will 
continue  on  the  path  that  we  are  on  today,  which  is  we  will  be  ex- 
posed to  very  substantial  risks  as  a  consequence  of  joint  and  sev- 
eral liability.  We  will  not  have  insurance.  Our  commercial  insur- 
ance carriers,  our  former  commercial  insurance  carriers  have  told 
us  in  no  uncertain  terms  that  they  will  not  be  back  in  the  market 
under  the  conditions  that  exist  today. 

Earlier,  there  were  comments  about  settlements  and  recoveries 
of  insurance.  It  is  important  for  you  to  understand,  today  all  costs 
are  borne  by  our  partners.  The  only  very  modest  amount  of  insur- 
ance we  have  is  catastrophic  levels  and  is  not  relevant  to  our  day- 
to-day  business.  We  will  continue  to  be  more  critical  in  our  assess- 
ment of  risk.  We  will  continue  to  withdraw  from  markets  where  the 
risks  of  serving  those  markets  are  out  of  proportion  to  the  rewards 
to  us. 

We  can  no  longer  function,  for  example,  in  an  IPO  market  where 
for  fees  of  $50-  to  $100,000  perhaps  we  are  being  asked  to  be  the 
guarantors  of  the  financial  success  of  a  public  offering.  That  is  typi- 
cally the  situation  we  find  ourselves  in  and  we  will  continue  over 
time  systematically,  carefully,  with  appropriate  attention  to  the 
public  interest,  but  we  will  continue  to  withdraw  from  situations  in 
which  the  risk  is  just  out  of  proportion  to  the  benefits  to  us  or  our 
ability  to  tolerate  that  risk. 

It  isn't  a  matter  of  benefit.  It  is  ability  to  tolerate  risk.  Our  costs 
are  going  up  dramatically.  Twelve  percent  of  our  revenues  last  year 
went  into  liability  in  one  form  or  another,  and  had  it  not  been  for 
insurance  recovery  on  policies  that  we  bought  in  the  1980's  that  we 
are  not  able  to  buy  today,  that  number  would  have  been  19  per- 
cent. At  19  percent  of  our  revenues,  there  are  questions  about  the 
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viability  of  our  audit  practice,  and  there  are  certainly  segments  of 
our  audit  practice  that  we  will  not  continue  because  they  will  not 
be  viable  under  those  circumstances. 

If  nothing  is  done,  we  will  continue  toward  a  situation  in  which 
we  are  withdrawing  from  markets  which  I  think  are  of  great  im- 
portance to  this  country.  They  are  the  growth  companies.  They  are, 
forever  for  us,  high-risk  situations  to  be  involved  in. 

Mr.  Fields.  So  what  you  are  talking  about  in  a  real-world  sense 
then  is  that  some  people  could  use  or  possibly  need  professional 
services  that  you  and  your  colleagues  render  that  some  of  those 
people  are  not  going  to  have  those  services  rendered. 

Mr.  Cook.  Well,  they  are  certainly  not  going  to  have  them  ren- 
dered by  the  firms  that  are  rendering  them  today.  Whether  there 
will  be  people  who  will  serve  that  market,  I  don't  know. 

I  think  that  they  will  find  that  they  will  not  have  services  offered 
to  them  or  available  to  them  by  the  firms  that  are  today  often  in- 
sisted upon  by  their  underwriters  and  others  to  enable  them  to 
come  into  the  capital  markets.  I  think  that  is  very  possible. 

Mr.  Fields.  I  thank  the  gentleman  for  yielding. 

Mr.  OXLEY.  Thank  you,  Mr.  Chairman. 

Mr.  Simon,  I  am  sorry  that  Mr.  Nader  wasn't  here.  But  in  part 
of  his  testimony,  he  is  very  critical  of  the  accounting  profession.  He 
says  in  his  statement,  "Accountants  claiming  that  they  are  sued  be- 
cause they  have  deep  pockets  and  not  because  of  bad  audits  have 
launched  a  well-financed  campaign  to  reduce  their  liability  legisla- 
tively. AICPA  PAC  contributions  alone  grew  to  more  than  $1.5  mil- 
lion in  the  1991-92  election  cycle.  The  big  six  also  contributed  $2 
million  to  a  war  chest  to  finance  lobbying  efforts." 

I  guess  we  are  to  assume  that  this  is  somehow  a  negative  aspect 
of  accounting  profession.  Does  your  firm  contribute  to  Mr.  Nader's 
organization? 

Mr.  Simon.  I  don't  believe  the  firm  does. 

Mr.  OxLEY.  Do  you  contribute 

Mr.  Simon.  I  think  I  give  him  about  $25  a  year  for  Public  Citi- 
zen, if  that  is  the  organization  you  have  in  mind. 

Mr.  OxLEY.  Is  there  any  limit  on  how  much  an  individual  or  firm 
can  contribute  to  Public  Citizen  or  other  Nader  organizations? 

Mr.  Simon.  I  don't  have  the  slightest  idea. 

Mr.  OxLEY.  Do  you  have  a  problem  with  the  fact  that  those  con- 
tributions are  not  made  public,  as  are  the  contributions  from  the 
accounting  profession  through  their  political  action  committee? 

Mr.  Simon.  Sir,  I  don't  know  whether  they  are  or  not  made  pub- 
lic. I  wouldn't  want  to  comment. 

Mr.  OxLEY.  As  a  matter  of  policy,  would  you  think  it  would  be 
a  good  idea  that  those  contributions  be  public  as  the  contributions 
to  the  Members  of  Congress  are  through  various  political  organiza- 
tions? 

Mr.  Simon.  I  don't  think  I  have  an  opinion  on  it.  I  have  never 
thought  about  it  before  this  moment.  I  came  here  to  talk  about  se- 
curities cases  and  I  am  happy  to  answer  questions  on  that.  But  I 
wouldn't  want  to  jump  into  that  deep  pool  without  thinking  about 
it. 
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Mr.  OxLEY.  Let  me  just  read  your  quote,  if  I  can,  from  one  of 
your  colleagues  and  just  ask  you  to  respond.  Are  you  familiar  with 
a  gentleman  by  the  name  of  Fred  Levin? 

Mr.  Simon.  I  don't  believe  so. 

Mr.  OxLEY.  He  is  apparently  a  trial  lawyer  that  practices  in  the 
field  of  securities. 

Mr.  Simon.  Do  you  have  a  firm  name  connected  to  him?  I  don't 
know  the  name  at  all. 

Mr.  OxLEY.  It  doesn't  give  his  firm  name. 

Mr.  Simon.  And  I  know  the  business  pretty  well. 

Mr.  OxLEY.  He  is  quoted  as  sa3dng,  "We  are  what  supports 
Nader.  We  all  belong  to  his  group.  We  being  the  trial  bar.  We  con- 
tribute to  him  and  he  fund  raises  through  us,"  says  Fred  Levin. 

"I  can  get  on  the  phone  and  raise  $100,000  for  Nader  in  one  day. 
We  support  him  overtly,  covertly  and  every  way  possible,"  says  Pat 
Maloney.  Do  you  recognize  that  name? 

Mr.  Simon.  If  you  are  talking  about  trial  lawyers,  it  is  a  whole 
different  business. 

Mr.  OxLEY.  No.  These  are  lawyers  that,  according  this — I  am 
reading  from  an  article  in  Forbes  magazine  that 

Mr.  Simon.  Trial  lawyers  do  personal  injury  cases,  they  might  do 
products  liability  cases.  They  don't  do  our  business. 

Mr.  OxLEY.  So  your  statement  is  that  none  of  the  firms  that 
practice  your  type  of  law,  that  is,  the  trial  bar  in  securities,  par- 
ticularly class  action  suits,  participate  to  that  extent  in  the  Nader 
organization? 

Mr.  Simon.  If  they  do,  it  would  be  a  complete  surprise  to  me. 

Mr.  OxLEY.  It  would  be  a  surprise  to  a  lot  of  people  because  we 
don't  know  that,  of  course,  because  they  don't  have  to  reveal. 

Mr.  Simon.  I  have  no  knowledge  of  that.  And  those  people  are 
not  known  to  me.  So  I  am  assuming  from  the  context  of  the  article 
you  are  reading  to  me  they  are  trial  lawyers  and  the  trial  lawyers, 
of  course,  are  a  force  unto  themselves.  We  are  not  really — we  are 
not  the  same  group.  We  are  much,  much  smaller. 

Mr,  OxLEY.  Let  me  ask  you,  both  Mr.  Simon  and  Mr.  Griffin,  you 
have  testified  there  are  only  200  or  so  of  these  lawsuits  each  year. 
That  number  hardly  constitutes  a  litigation  explosion. 

Merely  focusing  on  the  numbers,  I  think,  misses  the  point.  I  am 
told  the  723  cases  pending  in  1993  sought  an  estimated  $28,9  bil- 
lion in  damages  and  involved  approximately  1.9  million  plaintiff's. 

I  am  wondering  about  how  many  corporate  decisions  not  to  de- 
velop new  products  or  not  to  enter  the  corporate  market  to  expand 
facilities  are  based  on  the  fear  of  being  the  target  of  one  of  these 
lawsuits.  While  it  is  impossible  to  quantify,  I  think  these  are  the 
real-world  policies  and  problems  that  we  have  to  address  as  policy- 
makers. 

I  want  to  start  with  you,  Mr.  Griffin,  if  you  have  any  comments 
in  that  regard. 

Mr.  Griffin.  As  you  said,  Mr.  Oxley,  it  is  impossible  to  quantify 
that.  We  don't  have  any  data  on  what  deterrent  effect  that  has.  But 
I  think  it  is  fair  to  say  that  there  is  a  fairly  good  deterrent  effect 
that  helps  us  get  adequate  and  accurate  disclosures  from  corporate 
insiders  about  what  is  going  on  with  those  companies.  In  other 
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words,  the  threat  of  Utigation,  I  think,  has  a  salutary  effect  on  the 
marketplace  and  on  the  disclosures. 

Mr,  OxLEY.  Well,  the  thrust  of  my  question  was  not  a  salutary 
effect  but  in  fact  quite  a  negative  effect  on  the  marketplace. 

Mr.  Griffin.  As  I  pointed  out 

Mr.  OxLEY.  You  think  it  is  salutary,  as  opposed  to  a  negative. 

Mr.  Griffin.  I  think  it  is  salutary  because  the  investors  get  ade- 
quate disclosure  and  accurate  disclosure,  and  I  think  the  danger  is 
that  without  the  ability  of  private  class  action  suits  to  go  after 
fraud  in  the  marketplace,  you  are  going  to  invite  the  securities  in- 
dustry to  turn  into  something  that  is  akin  to  a  used  car  lot. 

Mr.  OxLEY.  Do  you  perceive  the  legislation  Mr.  Tauzin  has  intro- 
duced as  basically  closing  down  that  option  or  simply  reforming? 

Mr.  Griffin.  In  many  respects,  some  of  the  proposals  that  are 
there,  such  as  fee  shifting,  would  have  a  significant  chilling  effect. 
Not  only  myself,  but  I  think  all  the  academicians  that  testified  this 
morning  testified  that  those  provisions  that  are  in  that  bill  would 
have  a  substantial  chilling  effect  and  basically  decimate  the  possi- 
bility of  those  lawsuits.  Not  many  people  would  be  willing  to  run 
the  risk,  for  example,  a  fee-shifting  provision. 

On  the  other  hand,  I  emphasized  over  and  over  again  in  my  tes- 
timony before  the  House  and  before  the  Senate  that  we  believe 
there  are  some  narrow  grounds  for  improvement  in  the  system.  We 
believe  that  there  are  some  matters  to  consider,  but  certainly  H.R. 
417  is  not  the  starting  point. 

Mr.  OxLEY.  Mr.  Simon,  do  you  agree  with  Mr.  Griffin? 

Mr.  Simon.  Let  me  try  to  answer  your  question  directly,  instead 
of  asking  if  I  agree  with  him.  Is  that  acceptable? 

Mr.  OxLEY.  That  is  fine. 

Mr.  Simon.  The  first  thing  you  said  is  these  cases  seek  some 
large  numbers  of  billions  of  dollars.  Let  me  point  out  to  clear  up 
the  record,  as  Mr.  Smith  testified  about  the  Exabyte  case,  he  is  cor- 
rect. There  are  no  dollar  amounts.  These  are  made-up  numbers  try- 
ing to  make  the  numbers  look  big  instead  of  small. 

Claims  do  not  have  dollar  amounts  when  they  are  filed. 

Mr.  OxLEY.  What  were  the  numbers — in  your  estimation  then, 
what  would  the  numbers  be?  Instead  of  the  numbers  I  used  at 
$28.9  billion  in  damages,  what  would  your  estimate  be? 

Mr.  Simon.  I  don't  know  where  your  numbers  come  from,  but  if 
they  come  from  the  same  places  as  the  pennies-on-the-dollar  peo- 
ple, then  I  would  guess  they  are  probably  four  times  what  they 
ought  to  be.  But  I  don't  know  where  your  numbers  come  from. 

I  have  seen  so  much  misinformation  on  this  subject  that  I  want- 
ed not  to  accept  your  $28  billion  number  because  I  assume  it  is 
from  the  same  school  of  thought  that — ^you  know,  if  something  hap- 
pens, if  a  $500  million  event  happens  and  somebody  brings  a  suit, 
they  must  be  seeking  and  have  a  right  to  $500  million.  But  let  me 
address  your  real  question  about  the  effect. 

Mr.  OxLEY.  Would  you  concede  the  number  is  in  the  billions? 

Mr.  Simon.  I  think  the  number  is  probably  in  the  billions,  sure. 

Let  me  answer  your  question  about  the  effects.  I  think  there  are 
two  effects,  and  both  are,  as  you  said,  the  one  you  pointed  out  is 
hard  to  quantify  and  so  is  the  other  one.  Businessmen,  business- 
women, may  not  do  things  that  we  would  all  like  to  have  happen 
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because  of  the  threat  of  litigation,  and  it  is  unknowable  whether 
that  is  trivial  or  that  is  large.  And  businessmen  and  women  also 
will  not  steal  money  from  investors  because  of  the  threat  of  litiga- 
tion, if  they  would  do  it,  and  that  number,  let  me  suggest,  is  equal- 
ly large,  if  not  larger,  and  equally  unknowable. 

There  is  not  a  shred  of  evidence  before  the  subcommittee  or  be- 
fore the  relevant  Senate  subcommittee  on  either  of  those  questions. 

Mr.  OXLEY.  Mr.  Smith,  do  you  have  a  comment  just  on  the  gen- 
eral concept  of  the  question,  about  the  effect  on  the  business  com- 
munity and  the  like? 

Mr.  Smith.  Well,  the  effects  are  both  the  financial  effects,  and 
also  we  were  talking  about  the  disclosure  effects  as  well.  I  think 
it  is  extremely  significant. 

The  dollars  that  are  claimed  here  are  established  at  the  front 
end,  basically  as  Mr.  Simon  indicated  before,  in  terms  of  the  trad- 
ing. Higher  trading  damages,  exceedingly  high  numbers,  and  I 
guess  the  company  is  into  a  settlement  mode  and  all  those  dollars 
are  not  spent  on  R&D  and  other  like  applications. 

Mr.  OxLEY.  Thank  you. 

Thank  you,  Mr.  Chairman. 

Mr.  Markey.  The  gentleman's  time  has  expired.  And  I  will  say 
a  word  on  behalf  of  Ralph  Nader  in  his  absence.  In  my  opinion,  he 
is  and  continues  to  be  the  most  important  voice  for  the  consumer 
in  the  20th  Century  in  the  country,  and  while  there  may  be  a  dif- 
ference of  opinion  on  it,  I  think  that  his  reputation  for  integrity 
still  remains  unchallenged. 

Mr.  OxLEY.  If  the  chairman  would  yield? 

I  would  assume  in  the  interest  of  full  disclosure,  you  would  sup- 
port the  idea  of  the  contributions  of  Mr.  Nader's  organization  being 
made  public  so  that  everyone  could  understand  exactly  who  sup- 
ports organizations  like  Public  Citizen.  I  know  the  chairman's 
record  with  wanting  a  full  and  open  disclosure  and 

Mr.  Markey.  Would  the  gentleman  say  public  financing  of  con- 
gressional campaigns  as  well? 

Mr.  OxLEY.  If  Ralph  could  get  on  that  gravy  train,  he  probably 
would. 

Mr.  Markey.  Here  is  what  I  would  like  to  do.  Let's  wrap  up  by 
asking  our  witnesses  if  they  could  each  give  us  their  1  minute  sum- 
mation that  you  would  like  us  to  retain.  You  also,  by  the  way,  are 
a  participant,  it  is  dubious  at  this  point  I  know,  but — a  dubious 
honor,  but  in  our  longest  hearing  of  the  year  so  far, 

I  know  you  would  wish  it  could  have  been  bypassed,  but  it 
shows,  given  the  fact  that  we  are  doing  the  major  telecommuni- 
cations rewrite  of  the  last  60  years  and  any  number  of  other  very 
important  pieces  of  legislation  moved  out  of  the  committee,  the  im- 
portance that  we  attach  to  this  legislation,  the  attention  that  we 
are  paying  to  it,  and  the  controversy  that  surrounds  many  of  these 
issues. 

We  have  spent  more  time  now  on  this  than  we  have  on  deriva- 
tives in  trying  to  understand  the  complexity  of  the  contentions 
made  by  the  various  parties. 

So  let's  turn  then  and  ask  each  of  our  witnesses  again  in  reverse 
order  if  they  would  give  us  their  summation. 

We  begin  with  you,  Mr.  Cook. 


361 

Mr.  Cook.  Thank  you,  Mr.  Chairman. 

I  would  just  like  to  say  briefly  at  one  point  that  I  did  not  have 
an  opportunity  to  comment  on,  and  I  would  like  to  say,  like  Chair- 
man Levitt,  like  our  panelists  today,  we  are  all  concerned  about  the 
needs  of  innocent  investors.  But  I  have  a  very  strong  belief  that  in 
reality,  our  innocent  investors,  as  are  we,  are  the  victims  of  this 
system,  rather  than  the  beneficiaries  of  this  system  as  it  operates 
today. 

The  benefits  of  the  system  are  far  outweighed,  far  outweighed  by 
their  costs,  and  even  though  these  costs  may  not  be  visible,  they 
are  very  significant.  We  have  talked  about  the  huge  amounts  of 
money  that  are  being  drained  out  of  our  capital  markets,  the  aver- 
sion to  disclosure,  the  aversion  to  providing  forward-looking  infor- 
mation. All  of  those  are  very  significant  impacts  on  the  capital 
markets. 

We  have  talked  about  the  effect  on  our  profession,  in  particular 
the  effect  of  joint  and  several  liability,  the  withdrawal  from  mar- 
kets because  of  the  excessive  risks,  the  fact  that  we  are  uninsur- 
able in  the  commercial  marketplace. 

We  have  dealt  in  our  entire  professional  lives  with  the  most  so- 
phisticated insurers  in  the  world.  They  have  the  ability  to  insure 
just  about  anything  and  they  have  told  us  in  no  uncertain  terms 
because  of  our  liability  system,  we  are  not  insurable  to  them  at  any 
cost.  And  that  is  a  very  serious  matter  for  a  profession  that  is  ex- 
posed to  the  kind  of  liability  that  we  are  exposed  to  every  day.    . 

So  I  believe  that  this  system  just  doesn't  work  for  innocent  inves- 
tors and  it  is  certainly  not  working  for  us,  and  it  is  very  much  in 
need  of  change. 

I  would  like  to  just  very  briefly  comment  on  or  quote  from  a  re- 
cently issued  book  that  was  published  this  week  by  the  National 
Legal  Center  for  the  Public  Interest,  and  on  the  first  page  of  that 
book,  late  Chairman  John  Shad  said  that  with  respect  to  joint  and 
several  liability,  he  says:  "Each  wrongdoer  should  pay  for  that  part 
of  the  harm  that  he  has  caused  the  plaintiff.  Unfortunately,  this  is 
too  often  not  the  case.  Instead  the  proliferation  of  joint  and  several 
liability  in  these  cases  often  results  in  defendants  being  held  liable 
for  wrongdoing  for  which  they  are  not  culpable." 

That  is  our  problem,  Mr.  Chairman,  and  I  would  commend  that 
book,  "The  Securities  Class  Action  Abuses  and  Remedies,"  to  your 
reading,  if  you  would  have  an  opportunity  to  see  that. 

Mr.  Markey.  Good  beach  reading,  it  sounds  like. 

Mr.  OXLEY.  I  don't  know  what  beach  you  are  going  to. 

Mr.  Markey.  I  thank  you,  Mr.  Cook,  very  much. 

Can  I  also  ask  unanimous  consent  to  include  in  the  record  a 
packet  of  letters  from  organizations  who  oppose  H.R.  417.  These  or- 
ganizations include:  the  AFL-CIO,  Teamsters,  AARP,  USPIRG, 
Public  Citizen,  UAW  (local),  NASAA,  Consumers  Union,  Consumer 
Federation  of  America,  National  Council  of  Senior  Citizens,  Con- 
gress of  California  Seniors,  and  the  Gray  Panthers. 

Without  objection,  we  will  put  all  of  those  letters,  correspondence 
in  the  record. 

[The  letters  follow:] 
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U.S.  "NPublic  Interest  Research  Group 


v,ilt 


National  Association  of  Slate  PIRGs 


Consumer  Federation  of  America 


Pubiishef  01  Consum'-      eptxts 


April  12,  1994 


BY  HAND 

Members  of  the  United  States  Senate 
Senate  Office  Building 
Washington,  D.C.   20510 


RE:   S.1976  --  The  "Private  Securities 
Litigation  Reform  Act  of  1994." 


Dear  Senator: 


We  are  writing  to  express  our  grave  concerns  about  S.1976,  the 
"Private  Securities  Litigation  Reform  Act  of  1994."  We  urge  you 
not  to  co-sponsor  or  support  this  misguided  lagialation,  which  is 
anti-consumar,  antl-sanior  euid  anti-investor.  Should  S.197e  be 
enacted,  it  would  signal  the  end  of  most  chances  innocent  victims 
of  fraud  would  have  to  recover  their  losses  from  corporate  and 
individual  wrongdoers. 

By  imposing  numerous  new  obstacles  for  plaintiffs  and  their 
counsel  in  class  action  litigation,  S.1976  would  effectively 
eliminate  private  enforcement  of  the  securities  laws,  leading  to 
more  crime  and  less  investment.  By  making  it  virtually  impossible 
to  hold  professional  wrongdoers  liJce  accountants  and  lawyers 
jointly  and  severally  liable  for  their  participation  in  fraud 
conspiracies,  S.1976  would  greatly  reduce  the  amounts  that  victims 
could  recover.  By  setting  minimum  stock  ownership  requirements, 
the  bill  would  deprive  small  shareholders  of  legal  rights  available 
to  the  wealthy. 

Because  of  the  devastating  effect  S.1976  would  have  on  the 
victims  of  fraud  in  every  state  -  -  including  the  many  thousands 
hardest  hit  by  the  savings  and  loan  debacle  and  other  financial 
schemes  --  numerous  organizations  in  addition  to  ours  oppose  this 
legislation.  Groups  opposing  S.1976  or  its  House  counterpart  (H.R. 
417)  include  law  enforcement  officials  (the  North  American 
Securities  Administrators  Association  --  the  securities  regulators 
in  each  of  the  50  states) ,  groups  representing  seniors  (the 
American  Association  of  Retired  Persons,  and  the  National  Council 
of  Senior  Citizens) ,  and  unions  (Teamsters) .   On  the  other  hand. 
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groups  supporting  S.1976  principally  include  corporate  defendants 
in  securities  cases  and  special  interests  --  led  by  the  accounting 
industry  --  who  would  effectively  be  immunized  from  liability  by 
t  he  bill. 

We  have  numerous  specific  concerns  about  S.1976.   Among  the 
provisions  in  the  bill  that  we  consider  most  objectionable  are: 

(1)  Discrimination  against  small  shareholders.  In  section 
101 (o),  S.  1976  requires  that  fraud  victims  m  the 
aggregate  hold  a  certain  dollar  amount  ($10,000)  or 
percentage  of  securities  before  they  can  be  named 
plaintiffs  in  a  class  action.  Similarly,  in  section  103, 
the  bill  sets  minimum  thresholds  in  determining  who  may 
sit  on  a  "class  action  steering  committee."  It  is 
blatantly  unfair  not  to  allow  small  investors  the  same 
rights  to  participate  in  the  process  as  the  wealthy  or 
institutional  groups. 

(2)  Half-hearted  efforts  to  deal  with  unwarranted  secrecy. 
In  section  101 (k),  S.  1976  commendably  includes  a 
provision  to  require  that  all  settlement  agreements  be  a 
matter  of  public  record  except  in  extraordinary 
circumstances.  However,  the  bill  makes  no  effort  to 
address  the  more  serious  problem  of  defendant -induced 
secrecy  orders  covering  all  the  underlying  documents 
relevant  to  the  fraud.  Under  the  bill,  wrongdoers  can 
still  obtain  such  secrecy  orders  and  then  destroy  the 
evidence  of  their  fraud. 

(3)  A  flawed  limitations  period.  In  section  102(b),  S.1976 
contains  a  provision  extending  the  statute  of  limitation* 
in  securities  fraud  cases  to  5  years  after  the  violation 
or  2  years  after  the  date  on  which  the  violation  wa« 
discovered  "or  should  have  been  discovered  through  th« 
exercise  of  reasonable  diligence."  This  constructive 
notice  ("reasonable  diligence")  standard  will  breed 
additional  litigation  and  ultimately  deprive  some  victim* 
of  fraud  of  their  recovery. 

(4)  Abrogation   of   joint   and   several   liability tMt 

effectively  immunizes  professional  wrongdoers.  Section 
203  of  S.197G,  which  sets  up  a  system  of  proportionate 
liability,  will  mean  far  less  money  for  fraud  victim*. 
since  the  professional  facilitators  like  accountants  and 
lawyers  --  without  whom  complex  commercial  frauds  could 
not  succeed  --  will  for  all  intents  and  purposes  r.o 
longer  be  fully  liable  to  their  victims.  Under  the  bill, 
officers,   directors,  accountants,   lawyers,  and  other 
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professionals  are  specifically  omitted  from  the  list  of 
potential  "primary  wrongdoers,"  and  can  only  be 
considered  as  such  under  a  standard  that  is  so  high  that 
no  one  will  ever  be  found  to  come  within  its  tsrms,  short 
of  being  captured  on  videotape  planning  the  fraud. 

In  addition,  the  bill  specifically  exempts  lawyers, 
accountants.  and  other  professionals  who  enaaoe  in 
reckless  conduct  from  joint  and  several  liability.  There 
is  no  justification  for  such  a  provision.  If  an 
accountant  or  lawyer  furthers  a  fraud  through  reckless 
behavior,  he  or  she  should  be  fully  liable  to  the  victims 
who  suffered  as  a  result. 

(5)  Imposition  of  the  "English  Rule"  on  "fee  shifting".  For 
two  centuries,  the  United  States  has  used  the  "American 
Rule, "  with  each  side  in  a  case  generally  paying  its  own 
costs.  This  rule  has  its  basis  in  our  national  policy  in 
favor  of  access  to  justice.  Under  S.1976,  a  court  must 
impose  fees  and  costs  against  the  losing  party  (the 
"English  Rule")  in  certain  circumstances.  While  the 
proponents  of  the  legislation  claim  this  new  rule  will 
come  into  play  only  in  limited  situations,  its  effect 
will  be  widespread.  For,  while  the  fee-shifting 
provision  applies  to  only  those  plaintiffs  with 
substantial  holdings,  it  appears  to  apply  to  attorneys  in 
all  cases.  This  will  effectively  eliminate  the  ability 
of  fraud  victims  to  find  counsel  to  represent  them  in 
class  actions.  It  is  simply  a  back-door  means  to  take 
away  victims'  rights. 

(6)  Free  rein  for  false  statements.  By  allowing  the  SEC  to 
issue  regulations  creating  a  safe  harbor  for  predictive 
statements  (section  201),  S.1976  sends  a  legislative 
signal  that  false  corporate  predictions  are  not 
actione^Dle.  Given  the  rampant  white  collar  fraud  of  th« 
past  decade,  we  do  not  believe  this  is  a  sensible  publu 
policy. 

(7)  An  insider-dominated  disciplinary  board  for  accountanta 
While  we  welcome  any  effort  to  impose  discipline  on  and 
set  more  explicit  ethical  standards  for  auditors,  the 
proposal  outlined  in  section  204  of  S.1976  is  nothing 
more  than  a  sham.  Most  notably,  the  bill  would  permit 
the  trade  association  for  the  accountants  to  be  '-.-.e 
industry's  disciplinary  board,  with  substantial  power  '.2 
pre-empt  disciplinary  actions  by  the  state  licensi.-.j 
boards .  If  such  a  board  is  to  be  created  in  a  seriou* 
attempt  to  correct  the  innumerable  problems  in  '  .-.# 
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industry,  it  should  be  independent  and  consumers  should 
be  represented. 

(8)  Linkage  of  pro-consumer  legislation  in  an  effort  to  delay 
Its  passage.  The  fraud  detection  and  disclosure 
provision  in  S.1976  (section  202)  in  general  adopts  the 
substance  of  S.630  (introduced  by  Senator  Kerry)  and  H.R. 
574  (introduced  by  Rep.  Wyden) ,  which  require  auditors  to 
report  fraud.  We  see  no  reason  these  bills  should  not 
move  independently  of  the  more  complex  and  contentious 
initiative  on  securities  class  action  litigation  embodied 
in  S.1976. 

These  enumerated  concerns  are  not  exclusive,  but  are  the  most 
glaringly  obvious  from  our  initial  review  of  S.1976.  We  think  it 
IS  evident  from  the  list  that  the  bill  is  not  a  balanced  attempt  to 
deal  with  perceived  "abuses,"  but  is  simply  an  accountant-  and 
wrongdoer-driven  attempt  to  eliminate  all  suits  by  victims  of 
fraud. 

Again,  w«  virga  you  in  the  strongest  possible  terms  not  to  co- 
sponsor  or  support  S.1976.  There  is  absolutely  no  basis  on  which 
to  enact  such  radical  proposals  that  would  devastate  victims  of 
fraud,  reduce  the  confidence  of  investors,  and  ultimately  disrupt 
the  securities  market.  Fdr  your  information,  we  have  enclosed  a 
recent  article  from  the  New  York  Times  on  this  legislation  that 
echoes  many  of  our  concerns. 


Sincerely, 


Pamela  Gi^lBerc 

Director 

Public  Citizen's  Congress  Watch 


Barbara  Rop 

Director  of  Investor  Protection 

Consumer  Federation  of  America 


M.  iCriTs 
Counse 
Consumers  Union 


Ed  Mierzwinski' 


Consumer  Program  Director 
U.S.  Public  Interest 
Research  Group 


Attachment 
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Wall  Street/Susan  Antilla 


Changing  the  Rules  for  Class  Actions 


F 

■  > 


IT'S  far  too  outrageous  to  happen  in  real 
life,  of  course,  but  traagine  that  you've  lost 
your  shirt  investing  in  a  company  whose 
president  spent  big  shareholder  bucks  on  a 
speedboat,  gave  jobs  to  his  relatives  and  had 
a  side  job  running  an  Investment  bank  where 
four  employees  wound  up  getting  hauied  oft 
by  the  Feds  in  handcuffs. 

Imagine  that  the  company  put  out  news 
releases  that  turned  out  to  be  less  than 
accurate.  And  imagine  that  you  bought  at 
around  $11.75  a  share  when  ihe  good  news 
was  announced,  only  to  waich  the  stock  sink 
to  S4  when  it  become  clear  that  the  "news" 
was  fiction.  You  feel  even  worse  because  the 
insiders  sold  before  the  bombshell 

Chances  are,  givui  a  situation  that  bad, 
you  might  have  looked  for  one  of  those  slick 
class-action  lawyers  to  ask  whether  yoti  had 
a  legitimate  fraud  case  against  (he  compftny. 
And  chances  are.  up  to  now  anyway,  chat  the 
lawyer  v^ouid  have  told  you  to  have  a  teat  In 
one  of  his  big,  cushy  leather  chairs  and  to 
make  yourself  comfortable. 

As  it  happens.  Just  such  a  noC-4i>4)e4>e- 
lieved  company  exists,  and  a  sharehdder- 
fiiendly  law  firm  decided  to  take  the  case. 


Investors  In  Spectrum  Information  Tech- 
nologies of  Manhasset.  L.U  the  wirotess  com- 
munications company  described  above,  en- 
gaged Wolf  Haldensteln  Adier  Freeman  & 
Hen  to  represent  them  In  a  class  action  last 
May.  and  were  subsequently  Joined  by  sev- 
eral other  groups  of  angry  investors  suing 
Spectrum  for  fraud. 

If  the  deep-pocketed  accounting  lobby  has 
its  way,  though,  sulu  like  the  one  against 
Spectrum  might  not  be  so  easily  taken  on  by 
cIsM^cilon  lawyers  in  the  future. 

In  a  bill  Introduced  in  the  Senate  Thursday 
night.  Christopher  Dodd.  Democrat  of  Con- 
necticut, proposed  that  investors  who  bring  a 
suit  must  collectively  have  $10,000  Invested 
In  a  company's  stock  or  hold  1  percent  of  the 
shares  outsunding  before  the  suU  can  be 
certified  as  a  class  action. 

Thai  new  threshold,  the  bill's  supporters 
argue,  is  smart  because  it  cuts  off  abusive 
filers  of  lawsuits  who  simply  hold  one  or  two 
shares  of  a  number  of  stocks  so  they  can 
bnng  frivokxis  suits  any  old  time  a  compa- 
ny's stock  declines. 

But  class-acuon  lawyers  like  David 
Brower.  a  Wolf  Haldenstetn  lawyer  vfho  has 
worked  with  Spectrum  investors  since  last 
May,  said  the  real  effect  of  the  proposal  will 
be  that  "only  rich  peopSe  can  bring  cases."  In 
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the  case  of  the  Spectrum  shareholders,  the 
average  Investor  in  the  initial  suit  filed  last 
May  owned  between  200  and  300  shares. 

If  not  for  the  unusual  level  of  critical 
publicity  that  Spectrum  wound  up  getting.  It 
would  have  been  unlikely  that  the  law  firm 
could  have  fUed  its  case  under  the  Dodd 
scenarto.  Mr.  Brower  contended.  "This  is  a 
disaster  for  the  imall  investor. "  he  said. 

That,  of  course,  is  not  the  view  of  Senator 
DockL  The  bill's  preamble  sugg«is  that  his 
proposed  amendments  to  the  Securities  Ex- 
change Act  of  1934  amount  to  "safeguards  to 
insure  that  the  Interests  of  investors  are  well 
protected."  Indeed,  the  bill  does  include  pro- 
visions for  a  new  self-disciplinary  board  to  be 
run  by  the  accounting  iitdustry  to  better 
police  the  people  who  sign  off  on  sometimes- 
fraudulent  financial  statements.  That,  on  bal- 
ance. Is  a  plus  for  investors. 

But  any  Information  acquired  by  the  pro- 
posed board  in  the  course  of  investigating  an 
accountant  or  an  accounting  firm  would  not 
be  "discoverable"  by  aggrieved  investors 
filing  lawsuits,  the  bill  says.  This  means  no 
plainUff  will  be  able  to  demand  to  see  docu- 
ments held  by  the  disciplinary  board  that 
might  help  (hem  incriminate  the  auditors. 


In  addition   accountants  will  no  longer  be 
as  vulnerable  to  coughing  up  money  under 
the  current  law's  "joint  and  several"  provi- 
sions. Right  now,  plaintiffs  who  win  get  to 
colleci  from  whichever  players  are  still  sol- 1 
vent  and  haven  l  wired  iheir  money  to  off- ' 
shore    banks.    Under    Senator    Oodd's    bill,  i 
plaintiffs  will  have  to  go  lo  great  lengths  to. 
prove  that  auditors  knowingly  allowed  the^ 
company  to  commit  fraud.  And  auditors  will 
only  be  liable  to  pay  their    "poriion"  of  the- 
damage.  That,  frets  Arthur  Levitt,  chairman 
of  the  Securities  and  Exchange  Commission. 
Is  a  setback  for  investors  who  are  stuck  with 
worthless   shares  of   Insolvent    companies 
whose  fraudulent  financial  statements  were 
O.K.'d  by  the  auditors. 


If  It  sounds  as  if  the  bill  goes  to  some 
trouble  to  protect  accountants,  Chns  Lewis., 
director  of  banking  policy  at  Consumer  Fed-: 
eradon  of  America,  says  there's  a  good  rea- 
son. The  bill  "is  a  veritable  wish  list  of 
special  interests."  he  said  last  week. 

Indeed,  accountants  in  particular  have 
been  generous  contributors  to  Senator  Dodd 
and  others  who  might  support  changes  in 
sharehokler  litigation  law.  opponents  of  the 
bill  point  ouL  Mr.  Dodd  was  the  biggest 
recipient  of  accountant  coninbuuons  in  1992. 
according  to  Accounting  Today  Just  after 
Senator  Dodd  was  ranked  Represenutivel 
W.J.  Tauzin.  Democrat  of  L^Miisiana.  the' 
sponsor  of  similar  legislation  m  the  House.': 
(he  magazine  reported  last  summer. 

Mr  Levitt,  in  an  interview  Friday,  said ' 
that  while  he  isn't  opposed  to  everything  tft*i 
the  bill,  he's  pretty  unhappy  about  the  extern  I 
to  which  it  lets  accoununts  off  the  hook.        ' 

When  there's  nothing  left  of  a  company.' 
Investors  have  no  recourse  but  to  seek  dam-., 
ages  from  the  solvent  auditors  who  gave 
their  blessing  to  fraud,  he  explained  But  he  is 
pleased  by  the  bill's  attempt  to  see  that 
investors  are  not  bilked  by  lawyers  who' 
leave  with  all  the  booty,  and  he  likes  ihel 
provisions  that  prohibit  referral  fees  which 
lawyers  pay  to  get  additional  investor  names 
for  their  class  actions  so  they  can  increase 
the  size  of  their  claim. 

Others  conclude,  however,  thai  investors 
are  losere  on  balance. 

Says  Craig  A.  Goeitsch,  president  of  (h^ 
North  American  Secunties  Admintsiraiors 
Association,  the  organization  of  state  seiuri- 
lies  regulators:  "It  takes  a  swing  at  lawyers 
and  ends  up  hitting  small  investors  t^tween 
the  eyes."  ■ 
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Cyi-awjord  C^ounty  (citizens  JXanocacy  (^ouncil^    Ipc., 

/'3      BOX      800      MEADVirXn,    PENNSYLVANIA    K,335 


PntfllOINT 

Frank  E.  Werner 


Jolene    Christie 


pnoNt      8U-3-37-2085 


July    l9J99-i 


vice  rn 

Jessie     C. 


Werner 


Thad  Haranski 


The  Honorable  Edward  Markey , Chairman 
:Tubcoraniittee  of  Telcommunications  ,and  Fiance 
■J. S. House  of  Representatives 
316  Ford  House  Office  Building 
Washington, D. C .  20515 

Dear  Congressman: 

We  urge  you  not  to  support 
H. R .ii  1 7 , "The  securities  Private  Enforcement  Act".  This  Legislation 
is  a  disgrace  for  our  Citizens  of  Middle  Income  Citizens.  It  is  bad 
enough  on  what  they  have  to  content  with  with  being  ripped  of  by 
financial  wrongdoers  from  the  existing  laws  that  protect  us  on  our 
inves  traents . 

The  provisions  in  HR  /.  1 7  Would  penalize  us  in  various  ways. For  example 
KR  i'T  adopts  a  "loser  pays"  rule  for  securities  suits, Such  a  rule 
discourages  us  from  filing  suits, since  the  prospect  of  having  to  pay 
astronomical  court  cost  and  attorney  fees  far  outweigh  the  actual  loss 
of  investment. 

HR,/'.17  also  places  severe  limitss  on  joint  liability,  under  this  bill 
only  a  person  who  commits  "knowing  securities  fraud"  can  bcjointly  and 
severally  liable.  Being  a  victim  of  fraud  we  would  be  less  likely  to  recove 
our  losses  as  those  who  are  primarily  responsible  for  the  fraud  are  cfter. 
bankrupt . 

Supporters  of  HR  iT7,a    condition  of  accountants  and  other  perpetratorj  *"." . 
financial  fraud, would  clearly  benefit  from  being  absolved  of  respons  i  t :  11 ",;. 
for  investor  losses.  V;e  are  counting  on  you  to  protect  us. 

SJ.ncerl"  ^.     ^^y 
■rank  ETlWerner 
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ATflllATtO  WITH  MtCaiCAN  FfOfBAnON  Of  LkSO*  AND  CONGHESS  Of  INOUSTIIIAl  OCCANIZATIONS    MMMINGTCM  StMI  lAtOI  COUNCIt     •     «H.aO 

KING  COUNTY  LABOR  COUNCIL 

OF  WASHINGTON 

AFL-CIO 


OAU  OAUGMASTY.  PMSIUNT 
NANCY  VOyNO,  Via  PKSIMNT 
RON  JUOO.  EXKUTIVt  SfOKTARY 


3800  HKI  WINUI  SUITC  Xtt 
SIAITU.  WASHINGTON  9S131 
1306)  Ml  S5I0  •  fAX  441. 710] 


July  21, 1994 


Honorable  Edward  Markey 
US.  House  of  Representatives 
316  Ford  House  Office  Building 
Washington,  OC  20515 

Dear  Congressman  Markey, 

I  urge  you  not  to  support  H.R.  417,  "The  Securities  Private  Er\forcement  Act."  This  legislation  would 
niake  it  impossible  for  the  innocent  victims  of  financial  fraud  to  recover  their  losses.  Such  legislation  would 
only  serve  to  shield  financial  wrongdoers  from  the  existing  laws  that  protect  the  investors. 

The  provisiorw  in  RR.  417  would  penalize  victims  of  fraud  in  various  ways.  For  example,  H.R.  417 
adopts  a  "loser  pays"  rule  for  securities  suits.  Such  a  rule  discourages  private  citizens  from  filing  suits,  since 
the  prospect  of  having  to  pay  astronomical  court  and  attorney  fees  far  outweigh  the  actual  loss  of  investment. 

H.R.  417  would  also  place  severe  limits  on  joint  liability.  Under  this  bill,  only  a  person  who  commits 
"knowing  securities  fraud"  can  be  jointly  and  severally  liable.  Victims  of  fraud  would  be  less  likely  to  recover 
their  losses  as  those  who  are  primarily  respor\sible  for  the  fraud  are  often  bankrupt. 

Supporters  of  RR.  417,  a  coalition  of  accountants  and  other  perpetrators  of  financial  fraud,  would 
dearly  benefit  from  being  absolved  of  responsibility  for  investor  losses. 

On  the  other  hand,  the  consumer,  the  very  person  securities  laws  should  protect,  would  be  severely 
hurt  by  Congress'  gutting  the  existing  protective  legislation.  Investment  has  been  on  the  rise  over  the  past  tew 
yeiirs.  Now  is  the  time  to  strengthen,  not  weaken,  laws  protecting  the  investor. 

The  Securities  and  Exchange  Commission,  the  North  American  Securities  Administrators  Association, 
and  many  other  public  interest  groups  have  declared  opposition  to  H.R.  417. 1  urge  you  to  do  the  same. 


Sincerely, 

Ronjudd  // 
Executive  Secretary 


opeiuS/afl-cio 
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^S^ 


Consumer  Federation  of  California 

P.O.  Uo.x:iii,  Wtilminsltr,  CA  926$) 


FralicM 

Dr.  Rtftiit  L  MiKlull 

PO.  Bex  JU 

Wfuminsier.  CA  926iJ 

i7l4\S-)l-2HI 

FAX  1714)  J73.0SIJ 
Wff  PrtVittHls 

MbiH  J  Gritttn 

CrralH  Rubin 

Sfffffary 

Michael  C  Crunet 
l^fosurtr 

Janicr  Bofunda 
RolUf  Board 

0<vi  Curiin 

Chtiyi  Doudcn 

Wlliam  nitie 

Jtufnt  Gordon 

Dr.  Rurh  Itarmer-Cnrtw 

Pttjtc^  Iferrera  Jr 

Matin  JacksoM 

Ruth  Jtntlgan 

Harrv  iordam 

Roy  Klfilmf 

Km  AfrEidot*tHY 

Oiuci  Mack 

MIkt  Hyt 

ftrmnrd  L.  O^tnt 

Jjmrs  Quiilm 

Ptity  Rohintai 

^'illre  Rcbtnsori 

Dora    Hint'  Rodiiqun 

Rulifird  Sawyer 

MiiliatI  Shaiites 

Uutl<  Shrrhaii 

Harry  S'tydtr 

Oror/t  C.  Soarts 

Cert  Stotie 

hluhnel  A  Siratirr 

DoH  Suinton 

Or  Ruby  7)w 

/f'ry  ^V/crbi# 

Chdiier  B   Way 


■  ?F.NT    Err    TAX    -    ■202/2::(,-?.'\'i/) 

July    i:'.!.     19<M 

Ttie    Honorable?    Kdwarrt    J.     Marl?ev 

CitAir  ,    biLiDcomrrn  ttee   on    TuleCOTiOHio  !.ca  t  I'jns 

T.16    PLTd    Mouse    Off  let;    I'uilriing 

Nast-,  incjtOfj,    D.    C.       roO'.US 

D'.-.?r     C'.jngrciiSiTirjri    M.TrV^oy: 

Tis  a  consiumor-,  unitin  menibor  and  Cfimeont?  who  iior^'=  with 
t-ho  pJder  ly.  I  have  become  Aviarc  of  M.R.  417.  H\.:> 
"efur  1  txfs    Private    Til  f  crrrcm-int.    fV«f(5rm    Act. 

r  Jen  'Jeeply  r.oncer-ned  ttiat  thlB  legislation  would  tale 
~Mri  y  mv  right  to  pursue  it  1  cij  i  1 1  ma  te  privsc.o  'iuit,  i' 
Jefr.Mjded    by    uriscrupuloua     firiiinciil     swificllefi. 


Wr>       ..ho'.ild       be       '..'.r  f.-ntjthcnjng       1  *««; 
t  maiic  i-j  1    misQdnagc.iiHnt    .r.rid    «cams, 
for     t  hGfn     tcj    rocovor     losG*?3- 


to    '■>(>  1  p    victims    1,.  f 
not    msk«?       It    hi-irclpr 


Ayijiii,     (ileasf.!       romain    strong     in     your    oppcr.  1 1 .'.on  in     i;hic 

bl..t;.nt    i<tte(iitjt     to    protect    financial     ijrongdosro  ^tt    tlu; 

BKptnsi!       of        victiml:ed       consunora.     tenior'j    ijnd  wort  cr '3 
.iu=;t     trying    to    secure    tlit'ir      future. 

Sinr'L're  1  y  , 

JANICE    rifJRiJNDA 
Treasurer 

<)pen..?~7 
*ll-cio,    clc 


Prirr  Odt/ard 
ixkie  M*ijA 
Htltn  Niltai 
Oorxild  vial 
frank  l>amrrll  Jr 


Oay  Kiitilni 
Man  ScKm 


t53«' 
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CCNSHHER  FSA.UD  WATCH 

2086  WZLDRZDOE  DRZVS 

TftZiZAHABSEB,  TZiORZDJl   32303 

(904)  562-8881 

July  20,  1994 

'Vbm   Bonorabl*  Edwax-d  Kark*y 

Chairman,  Sub-ooaBultt**  on  T*l*ooamiunlaafcloa 

and  Flnanoa 
31«  Boiia*  0££le*  Building 
Washington,  D.C.   20515 

Daar  Coaatjx^mmmma   Hax-k«y: 

Z  urcf*  you  not  to  aupport  HR.  417,  ""Hi*  S*oux-iti*s  Privat* 
En£oire«nant  Act" .  Thi.m  l*gialation  would  male*  it  inposaibl*  for 
tha  innoeant  viatiaia  o£  financial  fraud  to  raoovar  thair  lo««aa. 
Suoh  lagialation  would  only  aarva  to  ahiald  financial  wrongdoara 
f ran  tha  axiating  lawa  that  protaot  tha  invaatora . 

Thm  proviaiona  in  HR.  417  would  panaliza  viotina  of  fraud  in 
various  waya.  For  axanipla ,  HR.  417  adepta  a  "loaar  paya"  rula  for 
aaouritiaa  auita .  Suoh  a  rula  diaoouz-agaa  privata  oitizana  f  rcn 
filing  aviita,  ainoa  tha  proapaot  of  having  to  pay  aatronomioal 
court  and  attomay  faaa  far  outwaigh  tha  aotiial  loaa  of  isvaatmant. 

HR.  417  would  alao  plaoa  aavara  limita  on  joint  liability.  OSodar 
thia  bill,  only  a  paraon  vdio  ccannita  "knowing  aaouritiaa  fraud"  can 
ba  jointly  and  aavarally  liabla.  Viotima  of  fraud  would  ba  laaa 
likaly  to  raoovar  thair  loaaaa  aa  thoaa  vdio  ara  primarily 
raspcnaibla  for  tha  fraud  ara  of  tan  bankrupt. 

Support  ara  of  HR.  417,  a  coalition  of  accountant  a  and  othar 
parpatratora  of  financial  fraud,  would  olaarly  banafit  from  baing 
abaolvad  of  raaponalbility  for  invaator  loaaaa. 

On  tha  ethar  hand,  tha  conaumar,  tha  vary  paraon  aaouritiaa  lawa 
ahould  protaot,  would  ba  aavaraly  hurt  by  Congraaa'  gutting  tha 
axiating  protaot iva  lagialation.  Znvaatmant  haa  baan  on  tha  rlaa 
ovar  tha  paat  faw  yaara.  Now  la  tha  tima  to  atrangthan,  not 
waakan,  laws  protaoting  tha  invaator. 

Aia  Saouritiaa  and  Sacohanga  Ccnmiiaalon,  tha  North  Amarloan 
Saouritias  Adminiatratora  Aaaociation,  and  many  othar  public 
intaraat  groups  hava  daclarad  oppoaition  to  HR.  417,  Z  urga  you  to 
do  tha  sama. 

Sinoaraly, 

Waltar  T.  Dart land 
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Hans    M.        BODl      OFNDER 
■Social     Action    Ca(nniit.tec    Chairman 
Shor-eline    Uni  tar-i  an— Uni  ver-sal  i  st 

r.hiirch  J 

M724    Fir^t    Avenue    NE 
S    E    A    T    T    I     t-,    Ma.       96135 


Horn*  AddrcBB 


HANfi  W.  BODLABNDBR 

Ptrkridge  Apartreran  #448 

1210  Fifteenth  Avenue  Sut 

Seettle,  Wa.    98113 


The    Honor «h)».    (Edward       MARKS    V,     Chairman 
nxhrammi ttaa    o#     Telecommunication    and    Financfc 
US    HouBB    o^     R«>presentati  ves 
316    (^nr-rl    House    Office    Building 
Waehlngton,     DC       2051?; 


Dsar    CongrsBsman    Markny, 


July  15.   1994. 


we  urge   yon   f-iot  to  support  HR  117,    ••   The   Securitiet>   Private 
Enforcement  Act."  This  legislation  Mould  protect  the  Offender  of 
^raud   from   liability  to  their  viutima.  Such   Ibijitilation   would 
only  wwrve  to  shield  financial  wruiiLidoers  from  the  ^xi:s>ting   laws 
that  proterf  the  invw«.(.Ljr. 

Tvory  Hay  you  read  in  fho  Ntrw  Vat-i:  Times  of  frdudulant  activities 
hy  the  bast  Unown  security  Kousea.  <  Prudential  etc.  > 
I  he  miBriiA  talks  about  more  than  1.5  Billion  to  be  repaitj  to 
invectorc  because  of  fraudulent  ai_Livities  by  the  Prudential 
InvoBtment  company.  Where  would  be  the  investor  and  specially  the 
small  invaator  i^  HR  417  wuuld  be  already  law? 

The   North   Ainwriuaii  Securities  Adtiuni  strators   Association,  and 
many  other  public  interest  groups  have  declared   opposition  to 
HR  417. 


The  bill  will  only  I mmO    to  Increased  fraud,  therefore 
urge  you  to  oppose  HR.  417. 


we  strongly 


Mans  W 
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Citizen 


3uver$Lp  •  Conjress  ^^Jtl:h  •  Critical  Mjss  •  Hejkh  Research  Grnup  •  Litujjtion  Group 

Rjiph  \jdcr  F.Hindtr 


March  19,  1993 


Rep.  Edward  Markey 
2133  RHOB 
Washington,  DC  20515 

Dear  Rep.  Markey, 


Last  month,  representatives  of  leading  consumer  organizations 
sent  the  attached  letter  to  you  urging  you  to  oppose  H.R.  417, 
legislation  to  weaken  federal  securities  laws.  Unfortunately,  due 
to  the  power  and  influence  of  the  accountants'  and  securities' 
lobbies,  this  bill  is  beginning  to  garner  support  in  the  House  of 
Representatives . 

I  am  sending  this  note  to  you  and  other  Members  of  Congress 
who  have  traditionally  supported  the  rights  of  consumers  no 
reiterate  our  strong  opposition  to  this  legislation.  If  you  are 
considering  lending  your  support  to  the  bill,  I  would  like  ar. 
opportunity  to  meet  with,  you  to  present  the  consumer  viewpoint 
before  you  make  up  your  mind. 

As  someone  who  cares  about  the  rights  and  welfare  cf 
consumers,  you  are  no  doubt  aware  cf  the  devastation  suffered  by 
individuals  who  are  victimized  by  the  rampant  fraud  and  abuse  cha: 
permeated  the  financial  markets  throughout  the  1980's.  H.R.  41~ 
would  let  off  the  hook  many  of  those  responsible  for  this  serious 
wrongdoing,  I  urge  you  to  continue  standing  up  for  consumers  by 
opposing  H.R.  417. 

Sincerely, 


Pamela  Gilbert 
Director 
Congress  Watch 


Z 1 5  Pmnsv-K-ania  AxTnuc  SE  •  Wahuigion.  D  C  Iv 


•r  -JvJf.  •  FAX  (:02'  W7.7J9: 
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Dublfc^ 

■(^itizen 


BuveriUp  •  Congress  Wjich  •  Crmcai  Mass  •  Health  Research  Group  •  Lmgauon  Group  • 

Ralph  Nader  Founder 

February  2,    1993 

0«ar  Repr«s«ntativ«: 

w«  ar«  writing  to  \irg«  you  to  oppoa*  H.R.  417,  lagislatioa 
that  would  ahiald  stock  aarkat  svindlars  and  savings  6  loan  wrong- 
dears  from  tha  aacuritiaa  lawa. 

Cn  behalf  of  national  organizations  represencing  millions  of 
consuaars  across  tha  United  States,  we  strongly  encourage  you  not 
to  cosponsor  or  support  this  legislation,  which  could  prevent 
average  Americans  from  challenging  the  improprieties  of  people  like 
Charles  Keating,  Michael  Milken,  other  SiL  cheats,  and  the 
accountants  and  latryers  who  contributed  to  their  frauds. 

Financial  crimes  have  reached  massive  proportions  across  the 
country,  pervading  not  only  the  savings  k   loan  industry,  but  also 
securities  firms,  investment  banks,  commercial  banks,  and  instirance 
companies.   As  more  information  about  these  frauds  is  revealed,  it 
becomes  clear  that  accountants,  lawyers,  and  other  professionals 
have  been  intimately  involved  in  the  financial  scams.   Now  that 
these  professional  groups  are  being  held  accountable  for  their 
actions  in  court,  they  have  decided  to  seek  special  legislative 
protection  from  the  secxirities  laws. 

H.R.  417  is  being  pushed  by  a  coalition  of  financial  fraud 
defendants,  including: 

•  Ernst  &  Yonng,  which  recently  paid  a  $400  million 
settlement  to  the  federal  government  for  improperly 
auditing  S&Ls. 

•  Oeloitte  t  Teuche,  which  is  being  sued  by  the  RTC  for 
intentional  destruction  of  documents  and  improper  audits 
at  Otero  Savings  t   Loan  in  Colorado. 

•  Coopers  ft  Lybrand,  which  was  held  liablia  for  $200 
million  for  helping  the  MiniScribe  Corporation  commit 
financial  fraud  on  its  investors. 

•  XMPO  Peat  Marwiek,  which  was  found  guilty  of 
securities  fraud  in  connection  with  its  audit  of  a  failed 
Oklahoma  real  estate  syndicator. 

•  Arthur  Anderson  fi  Co. ,  which  paid  a  court  settlement 
of  $30  million  to  70,000  Lincoln  Savings  &  Loan 
bondholders  for  its  role  in  helping  Charles  Keating  hide 
Lincoln's  financial  disaster. 

215  Penmyhinu!  A\mut  SE  •  Washmgion.  D  C  20003  •  OOH  54<'-»9<}6  •  FAX  (202)  547-7392 
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The  so-called  "reforms"  sought  by  these  and  other  fraud 
defendants  would  effectively  stop  many  citizens  from  challenging 
financial  fraud  in  court. 

The  bill,  H.R.  417,  adopts  a  partial  "loser  pays"  rule  for 
securities  suits.   A  loser  of  a  securities  fraud  case  night  veil  be 
forced  to  pay  the  attorney's  fees  of  the  winner.   Faced  with  the 
possibility  of  paying  their  opponents'  attorneys'  fees  if  they  lost 
the  case,  few  defrauded  investors  would  risk  pursuing  a  lawsuit 
against  Charles  Keating,  Michael  Milken,  or  their  accounting  or  law 
firms. 

The  bill  would  also  curtail  the  rule  of  joint  and  several 
liability,  under  which  every  guilty  conspirator  is  liable  for  the 
damages  caused  by  the  entire  conspiracy.  Without  this  rule, 
successfully  attacking  complex  commercial  fraud  cases  would  be 
almost  impossible  because  the  primary  perpetrators  of  the  crimes 
are  often  insolvent.   Joint  and  several  liability  is  the  fairest 
rule  because  it  enables  innocent  victims  to  receive  just 
compensation  whenever  a  guilty  party  is  available  to  pay  for 
losses.  The  guilty  parties  can  then  apportion  the  losses  among 
themselves.   The  current  rule  on  joint  and  several  liability  is 
particularly  appropriate  in  securities  fraud  litigation  where  a 
defendant  can  only  be  held  liable  if  she  or  he  has  engaged  or 
assisted  in  fraud,  not  merely  for  negligence. 

The  firms  pushing  this  legislation  make  it  clear  they  are 
interested  in  curbing  the  growing  number  of  securities  lawsuits 
against  professionals  involved  in  fraud.   However,  private  and 
government  actions  are  an  important  aspect  of  enforcing  and 
policing  the  securities  laws.   For  example,  the  RTC  has  filed  close 
to  100  lawsuits  against  professionals  involved  in  S&L  failures. 
The  Office  of  Thrift  Supervision  (OTS)  last  year  reached  a  $41 
million  settlement  with  the  law  firm  of  Kaye,  Scholer,  Fierman, 
Hays  &  Handler,  for  Kay  Scholar's  allegedly  helping  Charles  Keating 
hide  information  about  Lincoln  Savings  from  federal  regulators. 
Moreover,  OTS  says  that  approximately  one-third  of  all  690 
financial  institutions  that  have  failed  during  the  S&L  crisis  ware 
audited  by  Ernst  6  Young  or  its  predecessor. 

He  urge  you  not  to  let  these  groups  and  their  allies  obtain 
legislation  that  relieves  them  of  responsibility  for  deliberate 
wrong-doing  that  led  to  massive  failures  of  leading  financial 
institutions.   If  Congress  bails  out  wrongdoers  by  passing  H.R. 
417,  innocent  victims  of  fraud  will  suffer,  as  will  the  integrity 
of  the  financial  markets  that  rely  on  the  securities  laws  to  police 
the  marketplace. 

yO     fj  Sincerely, 

Pamela  Gilbert         ^%  Mierzwinski  Gene  Kimmelmen 

Public  Citizen's        U.S.  Public  Interest     Consumer  Federation 
Congress  Watch  Research  Group  of  America 
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GRAY  PANTHERS  -  METRO  NORTH 
Age  ami  Ijoiiik  ut  kciim 


Convener:    Randy    BlocK  P.O.  Box  37033 

OConvoner :  Ethel  Schwartz  Oak  Park.  Ml  48237 

M<f  21,    199'* 
Fax.  202-226-2'*^? 
ChaUunan  CtLuatid  PlanAtj^ 

Sub  Committeje.  on.  TeJ-exzommunCcationA  and  h  cnance. 
J/6  Fond  MouAt.  Office.  Bld^i 
VIoAAin^ton  DC  20515 

dvm  Con^eAMnan  fllanAt^, 

(fn.au  PajiiAe.n4.  Li,  04  ^ou  aie.  pejihap/i  a/ie  oua/te,  an.  Uittji^ejie.- 
MLtionaL  non-pnolLt  onfjO/iLjation  that  wonJiA  ton.  Q.hany.e.  fon  pnog^HJiA 
fon  p«.opJ.«^\  Oun.  national  office.  I boAed  in.  OCJ  hoA.  oLneadi^  conmuni- 
cated   u/itA    uou  neaxiidcng     S.\l')76    —    I l\e.    "Vnivate.  Jecuttttc/i    'let    of. 

Uou  have.  pejihapA  oJLao  heand  fnom  otheji  Qna^  PaniAen  ne-tu/oAM/i 
( chapteAA) ,  but  lue.  wiAk  to  iie.infon.ce.  oun  onjonigationA  Atnon^  oppo- 
AitLon  to  thin  bilLi 

liathejf.  than  tahe.  uoun  time,  now,  we.  wLLL  AimpJ.u  ntfe,n  ^ou  to  the. 
hand  deJ.ive.neji  coirinunvcationA  fnom  PubZic  Citizen  zhat  we.ne.  joined  by 
ConAMmK.n  Federation  of  AmeJiica  and  ConAumenA  Uninon  dated  Piai^  12  and 
ApnU  I2.> 

Vlhile  moAt  of  oun  membejiA  ane.  Aenion  citi^e/iA  who  have  been 
thnouah  the  aneat  depneAAion,  oun  uoun^en  membem  ane  e/fua/.i(^  con- 
cerned about  thiA  bill' A  poAAibl^  devoAtaiing.  eflecti  on  tkein  ni^tA 
to  A.eek  nedneAA  and  pnotect  thein  Aavin^A  OA  well  oa  cneate  loopholeA 
enodinf.  ni^tA.< 

PleoAe  do  not  le.t  thit.  bill  poAA.' 

Sincerely, 

Fiona  //ommel,    ^.i/V.-,    B.'S.i 
National  toand  Kemben  fon   the 
Handy  Block  and  &thel  Schwantg 
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GRAY  PANTHERS 

OF 
PRINCE  GEORGE'S    COUNTY 

7?   Crescent  Roaa 
/Greenbelt,  ?"D 


Aueust  i,  199^ 


The  Honorable  Edward  Markey 

Chairman 

Subcommittee  on  Telecommunications  and  Finance 

316  FHOB 

Washington,  D.C.  20515 

Dear  Subcommittee  Chairman  Markey: 

The  Gray  Panthers  of  Prince  George's  County 
strongly  oppose  H.R.  ^17,  the  Private  Securities 
Litigation  "Reform  Act." 

This  bill  discriminates  against  seniors  and 
other  small  investors.   Without  private  class 
action  lawsuits  most  senior  victims  would  never 
recover  their  money  lost  due  to  fraud.   Few  seniors 
can  afford  such  losses.   Nothing  in  this  "reform" 
legislation  provides  for  victims  being  able  to  recover  monies 
lost  in  these  frauds. 

Not  being  knowledgable  about  investments  we 
must  depend  upon  professionals,  accountants,  lawyers, 
and  stockbrokers.   When  they  help  carry  out  fraud 
they  should  be  fully  accountable  to  pay  their  victims, 
since  the  fraud  could  never  have  taken  place  without 
them.   It  is  unfair  for  them  to  "bilk"'  seniors  without 
penalty. 

We  older  people  stronely  believe  that  the  laws 
against  financial  fraud  should  be  strengthened,  not 
weakened.   We  urge  you  to  exert  your  leadership  to 
stop  H.R.  ^17. 

Thank  you, 

■O 

Esther  S.  ^ebb.  Convener 
(301)  U74-6890 
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Bnnatnff  lifetimes  of  experience  and  Uaiiership  to  terve  ail  aentranons. 


February  28,  1994 

U.S.  House  of  Representatives 
Washington,  DC^2Q51i_ 


Dear  Representative: 

The  American  Association  of  Retired  Persons  (AARP)  urges  you  to  oppose  H.R.  417,  the 
Securities  Private  Enforcement  Reform  Act.   This  legislation  would  deprive  thousands  of 
victims  of  financial  fraud  (including  many  who  are  older  persons)  of  their  day  in  court.    By 
radically  altering  existing  legal  protections,  it  would  make  it  next  to  impossible  for  legitimate 
victims  of  fraud  to  plead  their  cases  and  recover  their  losses. 

Recent  budget  cuts  in  regulatory  agencies  have  severely  limited  the  ability  of  federal  and 
state  authorities  to  police  the  securities  marketplace.   Private  suits  brought  by  victims  of 
fraud  represent  the  only  legal  recourse  available  to  redress  the  wrongs  suffered  at  the  hands 
of  unscrupulous  financial  practitioners.   H.R.  417  would  effectively  eliminate  this  remedy 
and  would  shield  those  who  prey  on  the  elderly  and  other  investors  from  responsibility. 
Through  its  provisions,  the  bill  discourages  duped  investors  from  pursuing  legal  actions  even 
where  they  have  strong  cases  to  pursue.   Conversely,  the  bill  would  shield  the  securities 
industry  from  liability,  even  in  instances  of  outright  fraud. 

H.R.  417  would  replace  the  current  system  of  joint  and  several  liability  in  securities  fraud 
cases  with  a  system  of  proportionate  liability.   Joint  and  several  liability  confers 
responsibility  upon  all  participants  in  a  fraudulent  endeavor.   This  well  established  legal 
principle  is  based  upon  the  premise  that  a  fraudulent  scheme  cannot  go  forward  if 
accountants,  attorneys,  and  other  professionals  properly  perform  their  jobs  and  uphold 
ordinary  standards  of  practice.   If  fraudulent  activities  occur  that  should  have  been  detected 
by  other  participants  in  the  transaction,  joint  and  several  liability  holds  everyone  involved 
fully  responsible  and  subject  to  complete  liability.   In  short,  it  has  an  important  sentinel 
effect. 

In  contrast,  under  H.R.  417's  proposed  standard  of  proportionate  liability,  an  investor  would 
only  be  able  to  recover  a  fraction  of  his  or  her  damages  from  accomplices  (that  portion 
directiy  attributable  to  the  accounting  or  law  firm's  activities)  in  the  scheme  to  defraud. 
Because  the  primary  perpetrators  are  often  bankrupt,  insolvent,  or  out-of-business  at  the  time 
of  litigation,  investors  would  be  left  with  severely  limited  legal  recourse  under  proportionate 
liability.   In  addition,  proportionate  liability  removes  the  incentive  provided  by  joint  and 
several  liability  for  all  experts  involved  in  securities  activities  to  uphold  their  professional 
responsibilities  and  deter  fraud. 


.'Kmencin  Auocudon  of  Retired  Pcnons      601  E  Street,  N.W.      Washington,  DC.  20049     ( 202 )  434-2277 
l^voU  W.  Burgess    PrttuUnt  Horace  B.  Deets    Executive  Director 
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March  23,  1994 

Honorable  Christopher  J.  Dodd 
Chairman.  Subcommittee  on  Securities. 

Banking,  Housing,  and  Urban  Arfairs  Committee 
534  Diricsen  Senate  Office  Building 
Washington.  D.C.   20510 

Dear  Chairman  Dodd: 

The  American  Association  of  Retired  Persons  (AARP)  strongly  urges  you  not  to 
introduce  the  "Securities  Private  enforcement  and  Integrity  in  Financial  Disclosure  Act  of 
1994".    According  to  the  draft  we  have  reviewed,  this  legislation  would  dcpnve  thousands  of 
victims  Of  financial  fraud  (including  many  who  arc  older  persons)  of  their  dav  in  coun.    Bv 
radically  altering  existing  legal  protections,  chis  measure  would  make  it  next  to  impossible 
lor  legitimate  victims  of  fraud  to  plead  their  cases  and  recover  their  losses. 

Budget  cuts  in  regulatory  agencies  have  severely  limited  the  ability  of  federal  and 
state  authorities  to  police  the  securities  maiketplace.   Privaie  suits  brought  by  victims  of 
fraud  represent  the  only  legal  recourse  available  to  redress  the  wrongs  suffered  at  the  hands 
of  unscrupulous  financial  practitioners.-  The  draft  would  effiectively  eliminate  this  remedy 
and  would  shield  Ihosc  who  prey  on  the  elderly  and  other  investors  from  responsibility. 
Through  its  provisions,  the  bill  discourages  duped  investon  from  pursuing  legal  actions  even 
where  they  have  strong  cases  to  pursue.   Conversely,  the  di^ft  would  shield  many 
wrongdoers  -  including  accountants  and  lawyers  who  assist  in  frauds  --  from  liability. 

The  draft  bill  would  replace  the  current  system  of  joint  and  several  liability  in 
securities  and  fraud  cases  with  a  system  of  proportionate  liability  and  would  retroactively 
apply  this  standard  to  pending  cases.   Joint  and  several  liability  confers  responsibility  upon 
all  panicipants  in  a  fraudulent  endeavor.  This  well  established  legal  principle  is  based  on  th« 
premise  that  a  fraudulent  scheme  cannot  go  forward  if  accountants,  attorneys,  and  other 
professionals  propeiiy  perform  their  jobs  and  uphold  ordinary  standards  of  practice.    If 
fraudulent  activities  occur  that  should  have  been  detected  by  other  participants  in  the 
transacdon.  joint  and  several  liability  holds  everyone  involved  fully  responsible  and  subject 
to  complete  liability.   In  short,  it  has  an  important  sentinel  effect. 

In  contrast,  under  section  103  of  the  drat^.  an  investor  would  as  a  general  rule  only 
be  able  to  recover  a  fraction  of  his  or  her  damages  from  professional  accomplices.    By  ih« 
explicit  terms  of  the  biii,  neither  accountants  nor  lawyers  can  be  'primary  violators"  and  hctd 
jointly  and  severely  liable  for  their  actions.  Moreover,  the  standard  under  which  these 
profisssionais  could  be  held  to  have  acted  'in  concezt"  with  a  primary  violator  is  so  stria  u 
to  be  unattainable.  Because  the  primary  perpetrators  are  often  bankrupt,  insolvent,  or  out-of 

.\iiiciKan  Aoocuilon  M  Retired  Tcnom     ftOI  E  Sereet.  S.W.      Wajhmjtnn.  O.C.  20049     ■:02»434-M7? 
Lovoto  W.  Burgea    PmUtmt  Honet  B.  De«a    £ncM>>«  Dirtatr 
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business  u  the  time  of  litigation,  investon  would  be  left  witii  severely  limited  legal  recourse 
under  this  section  of  the  diafL 

The  draft  would  also  create  a  new  "loser  pays"  rule.   Although  the  legislation  aims  to 
limit  the  provision  to  cases  in  which  the  coun  finds  that  the  suit  without  meni.  its  impact 
would  inevitably  be  much  broader.    Under  this  provision,  vicuins  would  be  discouraged  from 
intdating  class  acuon  suits  if.  in  doing  so,  they  nsk  having  to  pay  defendants'  attorneys  iesi 
and  costs  if  judgement  ii  rendered  against  them.   The  chilling  effect  of  this  rule  would  deter 
a  grcai  number  of  Icgitimaic  cases  from  ever  being  brought.    What's  more,  this  provision  is 
unnece.<Lsary  in  light  of  the  substantial  powers  the  courts  have,  and  actively  use.  to  deal  with 
meritless  lawsuits. 

Other  provisions  of  the  dral"t   -  such  as  requiring  individuals  to  own  a  minimum 
amount  of  secunties  before  they  can  be  named  plaintiffs  in  securities  fraud  cases  - 
discriminate  against  small  investors  and  further  burden  victims  who  hk  pursuing  securities 
legal  acuons.   Such  changes  are  clearly  aimed  at  elimiiuung  and/or  discouraging  private 
securities  litigation. 

Rather  than  weakening  consumer  recourse  to  litigation  or  removing  the  incendves  for 
compliance  thai  existing  legal  protections  provide.  AARP  urges  you  to  strengthen  the 
secunties  litigadon  system.    One  step  might  be  to  make  it  easier  lOr  victims  of  fraud  to  be 
made  whole  for  injuries  suffered  through  fraud,  self-dealing,  or  incompetence.    Anodier 
might  be  to  improve  enforcement  of  securities  laws,  particularly  by  the  industry  self 
regulatory  organizations. 

The  last  decade  has  wimessed  unparalleled  examples  of  marketplace  fraud  (cjc..  the 
Keaung  scandal).    Without  the  right  of  pnvate  enforcement,  victims  of  such  schemes  would 
have  been  left  with  nothing.   Clelrly,  e.xisiing  legal  protections  must  be  retained  to  protect 
the  nghts  of  ordinary  citizens  who  have  been  and  will  undoubtedly  condnue  to  be  vicdmized 
by  tmancial  piedaton. 

We  hope  you  will  reassess  the  substance  of  this  draft  in  light  of  our  comments  and 
will  opt  for  a  more  balanced  approach  if  any  tlnal  legislation  is  to  be  introduced.    If  you 
have  any  questions  or  if  AARP  can  be  of  further  assisumce.  please  have  your  staff  contact 
Kent  Bruneue  at  (202)  434-3800. 


Sincerely, 


dt^ 


Jdhn  Rotba 
)iTcctor 
Legislation  Sc  Public  Policy 
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Congress  of  California  Seniors 

CALIFORNIA'S  VOICE  FOR  THE  NATIONAL  COUNCIL  OF  SENIOR  CITIZENS 


Congressman  Edward  Markey 

316  Ford  House  Office  Building 

Washington,  D.C.  20515 


July  19,  1994 


Re:  H.R.  417 


Dear  Congressman  Markey: 

Please  oppose  H.R.  417! 


The  Congress  of  California  Seniors  is  the  state 

offiliato  of  tho  Mational  Coonci  1  rsf    9pninr  Ciriypns.   Wp 

join  with  the  National  Council  and  other  organizations  in 
seeking  opposition  to  H.R.  417. 

Wp  hpiipvp  t-hflt-  H.R.  417  would  denv  app;:opriate 
remedies  and  protections  to  many,  including  our  senior 
membership. 

As  we  get  older  and  seek  ways  to  invest  our  savings  for 
retirement  protection  we  become  targets  for  those  who  make 
money  in  assisting  in  investments. 

Huuy  kjL   LliuiO:  Ai:«  Iftgitimotc  invcotmont  profnj^fiinnalj;. 

owiuc    ^t.-^    JvwU    >^w.L     L-    , J     _, Ul.-Jii     !■    M  ■    ••i»ilnniir 

appropriate  experience. 

We  believe  that  H.R.  417  would  protect  some  of  the 
financial  wrong  doers.   This  could  be  to  the  detriment  of 
those  of  us  who  might  be  bilked  by  those  who  might  take 
advantage.  The  proportionate  liability  will  not  give 
protection  we  need  to  make  our  investment  safe. 

In' fact,  such  legislation  may  cause  damage  to  the  very 
industry  it  seeks  to  protect  by  further  undermining  our 
confidence  to  invest. 

Every  partner  in  the  transaction  needs  to  be  aware  o£ 
their  responsibility  for  that  transaction.   They  should  not 
be  encouraged  to  "look  the  other  way"  when  it  '-omes  to  other 
participants.   That  way  we  better  preserve  the  honesty  of 
ail. 

Please  help  defeat  H.R.  415. 

Sincerely, 


Howard  L.  Owens, 
Legislative  Director 
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Eugene  Glover 

5iivef  SO'ing  MD 


REGION  X 
Lars  Hennum 
Director 


National  Councdl 
of  Senior  Qtizens 


Eiecuiive  Ot'ec'o' 

Lawrence  T  Sm« 

/vasnmgion  OC 


1002  2nd  Avenue  West    •    Seattle.  Washington  98119-3515    •    (206)  1  irz  -  »•-' 


The  Honorable  Edward  Markey  July  14,  1994 

Chairman  of  Hous*  Telecommunicat lona  and  Finance  Subcommittee 
United  States  House  of  Representatives 
2133  Rayburn  House  Office  Building 
Waanington, D. C.  20S1S 


Dear  Congressman  Markey 


HR  417 


We,  the  Washington  State  Council  of  Senior  Citizens,  and  its 
affiliates  around  the  great  State  of  Washington,  are  very 
concerned  about  HR  417  the  'Securities  Private  Enforcement 
Reform  Act*. 


In  our  opinion  this  proposed  bill  is  subject  to  the  general 
criticism  of  making  it  very  difficult,  if  not  impossible,  for 
a  small  investor  to  seek  recourse  in  the  courts  if  that  small 
investor  believes  they  have  evidence  that  a  fraud  has  been 
committed.     Balancing  this  status  against  th*  status  that  the 
large  investors  or  trust  funds  are  permitted  to  continue  to 
seek  recourse  through  the  courts  seems  to  be  diminished  but 
not  eliminated,  appears  to  be  discriminatory  In  that  it  is 
based  on   holdings  value.    IS  THIS  CORRECT? 

In  addition,  the  'joint  and  several  liability*  standards  of 
the  current  lav  aeems,  for  all  intents  and  purposes,  to  have 
been  amended  so  that  accountants,  bookkeepers  and  lawyers  are 
exempt,  and  only  those  individuals  who,  moat  likely,  are  or 
will  soon  be  declared  to  be  bankrupt  are  subject  to  a  'joint 
and  several  liability*  lawsuit. 

In  our  opinion  there  are  many  more  problems  with  HR  417. 
Without  going  into  detail  a  few  of  theae  are; 

increase  the  atandard  of  burden  of  proo^ 

changea  in  how  liability  is  determined 

partial  'English  Rule*  re  fee  shifting 

etc.  ,  etc. 

We  need  to  know  if  theae  crlticisma  are  at  leaat  eaaentially 
correct,  or  if  we  are  not  reading  the  bill  correctly. 

If  the  propoaed  HR  417  paaaea,  and  theae  facta  become  known 
particularly  to  the  *aaall*  Inveators,  they  will  have  no 
alternative  but  to  drop  out  of  those  entities  protected  by 
HR  417.   Without  any  protection  from  fraud  for  thea,  what 
other  choice  do  they  have?   Would  you  buy  a  *plg  in  a  poke* 7 
And  yet  ian ' t  that  what  the  *aaall*  (and  often  older) 
inveatora  are  doing  In  a  financial  market  under  HR  4177 

F.rjt  Vic«  PrejKieni.  Or  MiryC  Mulvey.  ProvKj«r>e«  Rhode  itlana    s««o<io  v.e«  P'eiiOeni.  George  J  KourpiM.  Wunmgic  -C 

Third  Vice  PrewlenL  Dorothy  Wilkar.  Detroit.  Miehigen    Founn  v<e  Pre»ioeni .  Hoyene  K  Sanlord.  wethington  DC 

Seereierr-Treeiurer.  Ja<*  Turner.  Detroit.  Micftigen    Ceflerw Counsel.  Robenj  Moier.  New  Yom 
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It.  seema  to  ua  that  in  contraat  to  tha  current  law  vhich  la 
intended  to  protect  ail  the  inveatora  from  fraud,  this 
amendatory  bill  waa  created  to  protect  thoae  who  are  aware  of 
fraud  through  employment  (accountants  and  lawyera)  or  actually 
commit  fraud  in  the  financial  market.   The  loaera  will  be   ALL 
thf-  investors,  but  in  particular  the  'small'  (and  often  older) 
Inveatora  who  have  limited  funds  but  believe  in  the  future  of 
the  United  Statea. 

We  urge  your  atrong  atand  againat  thia  bill  at  all  atagea  of 
of  Ita  hlatory.   We  urge  you  to  poapone,  as  long  aa  poaaible, 
any  action  on  thia  propoaed  bill  in  your  Subcommittee.   But  if 
you  are  forced  to  have  a  hearing,  we  urge  you  to  hold  of  any 
Subcommittee  vote  aa  long  aa  poaaible. 

FOR  YOUR  INFORMATION,   MANY  OF  OUR  MEHBERS  CANNOT  BELIEVE  THAT 
THE  FEDERAL  CONGRESS  WOULD  EVEN  CONSIDER  SUCH  A  BILL  AS  THIS 
ONE. 

Aa  we  all  know,  fraud  in  the  financial  market  usually  has 
diverted  very  large  sums  of  money  before  it  ia  dlacovered. 
FRAUDULENT  practicea  muat  not  be  tolerated  NOR  protected. 

We  would  welcome  any  comments  you  might  have  on  H.  R.  417,  and 
in  particular  if  you  could  indicate  to  ua  any  way  we  can  help 
in  'derailing*  this  bill  we  would  be  very  cooperative. 

(In  thia  regard,  for  your  information,  we  sent  letters  to  the 
(Washington  State  delegation,  asking  those  we  were  told  had 
(signed  on  to  take  their  name  off,  and  the  rest  to  oppose  this 
(bill  at  every  opportunity. ) 


Thank  you  for  your  time. 


Lara  Hennum 
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age  and  youth  in  action 

Of  Sacramsnto  925  patricia  way 

SACRAMENTO,  CALIFORNIA  95864 
(916)  739-1540 

July  20,  1994 


Hon.  Edward  Markey 

Chair,  Subcommittee  on  Teleconmunications 

and  Finance 
316  FHO 
Washington,  DC  20515 

Dear  Congressman  Markey: 

We  earnestly  request  that  you  consider  voting  against  S.1976, 
the  "Private  Securities  Litigation  Reform  Act  of  1994,  because  our 
tnembers  feel  strongly  that  this  measure  will  NOT  protect  small  in- 
vestors nor  other  fraud  victims. 

We  are  in  agreement  with  Consumers  Union,  Public  Citizen,  AARP 
and  a  host  of  other  organizations  in  opposing  this  legislation  which 
would  definitely  deprive  many  victims  of  financial  fraud  of  their 
day  in  court. 

Older  persons  are  particularly  vulnerable  under  S.1976  and  have, 
through  the  past  years,  suffered  untold  financial  loss  plus  extreme 
emotional  stress. 

Our  congressional  members  are  in  Washington  to  make  certain 
each  element  of  our  society  is  given  equal  rights  and  protection. 

Again,  we  urge  that  you  cast  a  "No"  vote  on  S.  1976. 
SinG^ly,     --^ 
GI^W/PANTHERS  (OF  ISACRAMENTO 

•X^<« — ^C£<^ 
Frances  Jones' 
Co-Chair 
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GRAY  PANTHERS 


MARGARET  F.  KUHN,  NalicHUil  Convener 


July    20,     1994 


The  Honorable  Edward  M?»rk-ey,  Chairman 
Subcommi tLee  of  Telocommuui cat ions  and  Finance 
U.S.  Housfi  of  Representatives 
316  Ford  House  Office  Building 
Washington,  D.C.  20515 

Dear  R(>presentative  Marlcey, 

My  colleagues  and  I  urge  you  not  to  support  H.R. 
Securities  Private  Enforcement  Act. 


417,  The 


We  are  outraged  that  this  law  would  impede  recovery   Of 
monies  lost  due  to  financial  fraud.   For  victims  such  as 
those  who  lidve  loat  pension  funds,  filing  suit  is  n  rccoursa 
which  Congress  should  protect,  not  discourage.   Finance 
industry  professionals  need  to  ne  held  accountable  for  their 
actiono,  not  permitted  to  hide  behind  th»»  scenes. 

The  integrity  of  Securities  regulation  and,  indeed,  the 
Congress,  is  at  stake   Your  office  as  the  Chairman  of  the 
.Subcommittee  places  you  in  a  unique  position  to  protprt  the 
public  trust  in  these  difficult  times.   Plsase  take  the 
courageous  stand  and  work  tn  stop  H.R.  4)7. 

I  eagerly  avait  your  response. 

Sincerely , 

Margaret  E.  Kuhn 

Founder  and  Wational  Convener 

MEK/sl 
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GRAY  PANTHERS  OF  MARIN 


P.O.  Box  2874.  San  Rafael.  California  94912 


Congresswoiaji  Lynn  Woolsey 

Cannon  House  Office  Building 

Wasnington,  D.C.  20515  j^ly  15^  ^554 

Dear  Lynn, 

The  Gray  Panthers  of  Marin  is  concerned  aoout  the  impact  of  HR  -^l?  --,e 
Private  Securities  Litigation  Reform  Act,  on  seniors  and"  othe' 
consumers.  This  legislation  sets  minimum  stocJc  ownership  reouirements 
whicn  would  olocK  .-nany  small  investors  from  access  to  class  actic.T 
s-xts  for  redress  of  financial  improprieties.  It  also  protects 
le^'yers  and  accountants  from  full  responsibility  for  their  acts  m 
fraud  Situations  sucn  as  the  Savings  and  Loan  scandals. 

Kany  or-?niiat_c.-is  concerned  with  consumer  and  senior  issues  actively 
oppose  tnis  prr-.osed  legislation,  including  the  National  Council  of 
Senior  Citizens,  AARP,  Consu-Tier  Federation  of  America,  Consumers  Union 
and  .-nr^v  others.  The  membership  of  cms  organization  sanctioned  tnis 
letter  in  '--'■ae  taac  you  will  consider  these  factors  \:hen  reviewing 
tnxs  proposal. 

Yours  truly. 


'Janet  i;.  Pence 


cc: Congressman  Edward  I-larkey,  Chair.-an 

Sub  Cosuaittee  on  Telecommunications  and  Finance 
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AMERICAN  FEDERATION  OF  LABOR  AND  CONGRESS  OF  INDUSTRIAL  ORGANIZATIONS 


fA 


Sta  SIXTKBNTM  STMSKT.  N.W. 

Muwojun  WASHINOTON.  DC.  aooo«  rMijMa_g._Mwimi 

LEGISLATIVE  ALEBT! 

I  tea  I   •iT.aora 

August  2,  1994 


Dear  Repmcntative: 

The  AFL-CIO  opposes  H.R.  417,  the  Securities  Private  Enforoemeat  Reform  Act  and 
urges  you  to  vigorously  oppose  the  legislation.  H.R  417  is  one-sided  legislation  that  would 
serve  to  discourage  victims  of  securities  firaud  from  filing  suit  against  wrongdoing  corporations 
and  professionals.  In  addition,  the  Securities  Exchange  Commission  has  stated  that  private 
actions  play  an  essential  enforcement  function  and  attempts  to  weaken  their  efEectiveness  would 
have  a  negative  impaa  on  both  investors  and  the  SEC's  ability  to  police  the  maiketplacc.  It  is 
of  particular  note  that  some  of  the  most  ardent  supporters  of  the  bill  are  accounting  and 
investment  banking  firms  which  have  been  found  guilty  of  financial  fraud  in  recent  years, 
including  several  involved  in  the  savings  and  loan  scandsds. 

The  AFL-CIO  by  virtue  of  the  billions  of  dollars  of  membership  pension  fund 
investmenu  made  in  the  securities  maricet;  is  particularly  concerned  with  assuring  that  the  laws 
that  protect  investors  from  losses  due  to  fraud  and  unlawful  manipulation  work  and  work  well. 

The  AFL-CIO  is  particularly  concerned  with  the  bill's  ptovisioas  which  impose  the 
■English  rule*  of  fee  shifting  (loser  pays)  in  security  fraud  cases;  and  create  new  and  un£ur 
pleading  and  burden  of  proof  requirements  for  fraud  victims.  These  so-called  reform  measures 
were  intentionally  crafted  to  deter  investors  from  pursuing  private  securities  firaud  litigation. 

The  proponents  of  H.R.  417  have  argued  that  the  intent  of  the  legislation  is  to  deter 
'frivolous*  lawsuits.  However,  current  federal  law  is  quite  adequate  in  that  regard.  Fraud 
claims  must  be  pleaded  with  particularity  and  court-imposed  sanctions  (including  the  payment 
of  defendant's  legal  fees)  may  be  imposed  where  a  complaint  has  been  filed  without  adequate 
investigation  and  basis  in  fact 

The  AFL-CIO  joins  with  the  senior  cidzen  and  consumer  groups,  law  enforcement 
agencies  and  legal  organizations  alike  in  urging  your  opposition  to  H.R.  417. 


M.''Mcai6tten,  Director 
LEGISLATIVE  DEPARTMENT 
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The  Honorable  Edward  Markey,  Chairman 
Subcommittee  of  Telecommunications  and  Finance 
U.S.  House  of  Representatives 
316  Ford  House  Office  Building 
Washington,  D.C.  20515 

Dear  Congressman  Markey: 

I  urge  you  not  to  support  HR417,  "The  Securities  Private 
Enforcement  Act".   This  legislation  would  make  it  impossible 
for  the  innocent  victims  of  financial  fraud  to  recover  their 
losses.   Such  legislation  would  only  serve  to  shield  financial 
wrongdoers  from  the  existing  laws  that  protect  the  investors. 

The  provisions  in  HR417  would  penalize  victims  of  fraud  in 
various  ways.   For  example,  HR417  adopts  a  "loser  pays"  rule  for 
securities  suits.   Such  a  rule  discourages  private  citizens  from 
filing  suits,  since  the  prospect  of  having  to  pay  astronomical 
court  and  attorney  fees  far  outweigh  the  actual  loss  of 
investment . 

HR417  would  also  place  severe  limits  on  joint  liability.   Under 
this  bill,  only  a  person  who  commits  "knowing  securities  fraud" 
can  be  jointly  and  severally  liable.   Victims  of  fraud  would  be 
less  likely  to  recover  their  losses  as  those  who  are  primarily 
responsible  for  the  fraud  are  often  bankrupt. 

Supporters  of  HR417,  a  coalition  of  accountants  and  other 
perpetrators  of  financial  fraud,  would  clearly  benefit  from  being 
absolved  of  responsibility  for  investor  losses. 

On  the  other  hand,  the  consumer,  the  very  person  securities  laws 
should  protect,  would  be  severely  hurt  by  Congress'  gutting  the 
existing  protective  legislation.   Investment  has  been  on  the  rise 
over  the  past  few  years.   Now  is  the  time  to  strengthen,  not 
weaken,  laws  protecting  the  investor. 

The  North  American  Securities  Administrators  Association,  and 
many  other  public  interest  groups  have  declared  opposition  to 
HR417.   I  urge  you  to  do  the  same.. 

Sincerely, 
/ 


\A\ix^'nc.&   A.  Jones     / 
Business  Manager    v/ 

aa/opeiu  537/afl-cio 
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July  21,  1994 


U.S.  House  of  Representatives 

SubconnnltCee  on  Teleconnnunicatlons  and  Finance 

Edward  Markey,  Chairman 

316  Ford  House  Office  Building 

Washington,  D.C.  20515 

Dear  Congressman  Markey: 

In  regard  to  H.R.  417,  THE  SECURITIES  PRIVATE  ENFORCEMENT  ACT,  which  is 
being  discussed  by  the  members  of  your  Committee,  I  would  discourage  the 
passage  of  this  dangerous  legislations  as  It  would  weaken  the  laws  protecting 
the  Investor. 

After  the  recent  S/L  scandle,  whereby  Innocent  'victims'  lost  money  that  they 
had  Invested  for  their  retirement  by  taking  the  advise  of  unscrupulous 
stockbrokers,  attorneys  and  others  who  did  not  have  their  best  Interests 
at  heart,  I  would  think  that  more  laws  to  protect  these  Innocent  Investors 
would  be  necessary,  not  less. 

H.R.  417  would  penalize  victims  of  fraud  and  would  prevent  them  from 
recouping  their  losses  as  the  'English  Rule'  of  loser  pays  would  apply 
and  the  small  Investor  would  not  be  able  to  finance  the  procedure  necessary 
to  recover  their  investment  when  lost  through  fraudlent  investments. 

As  far  as  I  can  see,  the  accountants,  lawyers,  and  stockbrokers  who  are 
apt  to  take  unfair  advantage  of  innocent  but  trusting  investors,  are  trying 
to  create  an  even  more  dangerous  business  of  investing  for  those  of  us  who 
are  not  as  educated  in  the  business  of  investing  our  hard-earned  money. 

I  would  encourage  your  committee  to  oppose  the  dangerous  and  shifty 
legislation  that  is  H.R.  417. 

Very  truly  yours. 


yy  James  C.  Wheeler, 

Financial  Secretary 
Local  599,  U.A.W. 
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July  26,  1994 


The  Honorable  Edward  Marlcey 
U.S.  House  of  Representatives 
Washington,  D.C.  20S1S 

Dear  Representative  Markey: 

On  behalf  c£  the  International  Brotherhood  of  Teamsters 
(IBT),  I  urge  you  not  to  support  passage  of  H.R.  417  or  other 
efforts  that  would  seriously  weaken  the  ability  to  combat 
securities  fraud  through  private  litigation. 

The  IBT  represents  1.4  million  members  who  collectively  own 
$48  billion  in  pension  funds,  along  with  other  funds  invested 
through  personal  accounts,  payroll  deduction  plans,  etc. 
Additionally,  the  IBT  supports  a  number  of  Teamsters  Employee 
Shareholder  Committees  affiliated  with  major  Teamster  employers. 

Our  members  are  becoming  increasingly  active  in  shareholder 
issues  and  they  benefit  from  securities  marXets  Kept  more  honest  by 
the  existence  of  forceful  anti-fraud  provisions.  In  several  cases. 
Teamsters  themselves  have  hrought  securities  fraud  suits. 

H.R.  417  would  limit  access  to  the  courts  for  our  members.  By 
authorizing  a  modified  "English  Rule"  in  securities  suits  and  by 
repealing  the  rule  of  joint  and  several  liability  upon  which 
victims  rely  to  sue  wrongdoers,  H.R.  417  would  close  the  courthouse 
door  to  many  defrauded  employee-shareholders. 

Contrary  to  alarms  sounded  by  vested  interests,  there  has  net 
been  a  proliferation  of  frivolous  lawsuits.  Testimony  presented 
before  the  Senate  Banking  Committee  (June  17,  1993)  shows  that  if 
there's  any  explosion  in  litigation,  it  comes  from  corporate 
litigants. 

Moreover,  fraud  suits  help,  not  hinder,  our  nation's  economy 
by  policing  securities  manipulation  that  falls  through  the  cracks 
of  Securities  and  Exchange  Commission  enforcement.  These  suits 
provide  investors  with  much-needed  confidence  in  the  integrity  of 
the  marketplace.  Any  weakening  of  these  laws  is  detrimental  to 
investors  personally,  to  the  markets  generally,  and,  ultimately,  to 
the  promotion  of  savings  and  investment  needed  for  economic  gro%rth. 


For  further  information,  your  staff  may  contact  our  Corporate 
Affairs  Office  (202-624-8100).  Yoxir  consideration  in  this  matter  is 
greatly  appreciated. 


Ceneral  Free 


2S    LOUISIANA    AVENUE.    N .  W .    •    WASHINGTON.    O.C.    20001    •    (202)    624-6800 
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The  Honorable  Edward  Markey,  Chairman 
Subcommittee  of  Telecommunications  and  Finance 
U.S.  House  of  Representatives 
316  Ford  House  Office  Building 
Washington,  D.C.  20515 

Dear  Congressman  Markey: 

I  urge  you  not  to  support  HR417,  "The  Securities  Private 
Enforcement  Act".   This  legislation  would  make  it  impossible 
for  the  innocent  victims  of  financial  fraud  to  recover  their 
losses.   Such  legislation  would  only  serve  to  shield  financial 
wrongdoers  from  the  existing  laws  that  protect  the  investors. 

The  provisions  in  HR417  would  penalize  victims  of  fraud  in 
various  ways.   For  example,  HR417  adopts  a  "loser  pays"  rule  for 
securities  suits.   Such  a  rule  discourages  private  citizens  from 
filing  suits,  since  the  prospect  of  having  to  pay  astronomical 
court  and  attorney  fees  far  outweigh  the  actual  loss  of 
investment. 

HR417  would  also  place  severe  limits  on  joint  liability.   Under 
this  bill,  only  a  person  who  commits  "knowing  securities  fraud" 
can  be  jointly  and  severally  liable.   Victims  of  fraud  would  be 
less  likely  to  recover  their  losses  as  those  who  are  primarily 
responsible  for  the  fraud  are  often  bankrupt. 

Supporters  of  HR417,  a  coalition  of  accountants  and  other 
perpetrators  of  financial  fraud,  would  clearly  benefit  from  being 
absolved  of  responsibility  for  investor  losses. 

On  the  other  hand,  the  consumer,  the  very  person  securities  laws 
should  protect,  would  be  severely  hurt  by  Congress'  gutting  the 
existing  protective  legislation.   Investment  has  been  on  the  rise 
over  the  past  few  years.   Now  is  the  time  to  strengthen,  not 
weaken,  laws  protecting  the  investor. 

The  North  American  Securities  Administrators  Association,  and 
many  other  public  interest  groups  have  declared  opposition  to 
HR417.   I  urge  you  to  do  the  same. 


Sincerely, 


Lawrence  A.  .: 
Business  Manager 

aa/opeiu  537/afl-cio 


Lawrence  A.  Jones     / 
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The  HonorAbls  (r.UH.gird  J.  darkey 
Chair,  Subcommittee  on  Telecommunications 
316  Ford  House  Office  Building 
Washington.  D.  C.   20515 

Do-ar  Congressman  Martey: 

As  Chairperson  of  the  Federation  of  Retired  Union 
Mfjmbera  (FORUM),  I  must  ex-press  my  opposition  to 
H.R.417,  the  Securities  Private  Enforcement  Reform  rtct. 

Our  organisation  oppoeuo  this  iBqlslation  that  would 
shield  savings  and  loan  wrongdoers  and  other  financial 
swindler  from  the  securities  laws. 

We  feel  H.R.  417  is  anti-elderly  by  preventing 
financially  vulnerable  older  Americans  from  their  day 
iri  court  if  victimized  by  financial  mismanagement  and 
scams . 

Victims  need  more  protection  not  less.  Please  help 
with  the  defeat  of  this  misquided  legislation. 


Sincerely, 


ED  FOX 

Chair 

FORUM 


EFijb 
'•)poiu337 
afl-cio,  clc 
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NASAA 

Hand  Daliverv 

March  11,  1994 

The  Hon.  Christopher  Dodd 
Chairman,  Securities  Subcommittee 
Committee  on  Banking,  Housing  and 
Urban  Affairs 
U.S.  Senate 

534  Dirksen  Senate  Office  Building 
Washington,  DC   20510 


RE:  Discussion  Draft:  "Securities  Private 
Enforcement  and  Integrity  In  Financial 
Disclosure  Act  of  1994" 


Dear  Mr.  Chairman: 


On  behalf  of  the  North  American  Securities  Administrators  Association'  (NASAA),  I  am 
vvriting  today  to  express  grave  concerns  al50ut  the  Febaiary  28th  draft  of  the  "Securities 
Private  Enforcement  and  Integrity  in  Hnanciai  Disclosure  Act  of  1 994."  NASAA  resoectf  uliy 
urges  you  to  reconsider  this  proposal  and  to  refrain  from  introducing  it  until  such  time  tiiat 
the  concerns  raised  in  this  letter  and  elsewhere  tire  resolved. 

Investors  today  have  a  profound,  and  all  too-well  justified,  sense  of  concern  about  the 
integrity  of  our  finandal  markets.  The  excesses  of  the  1980s  and  eariy  1990s,  which  are 
well  known  and  do  not  need  repeating  here,  serve  as  the  backdrop  against  which  we 
consider  the  issue  of  litigation  reform.  Private  actions  have  become  an  increasingly  viral 
enforcement  tool  In  ligfrt  of  the  dramatic  level  of  fraud  and  corruption  in  the  nation's 
financial  markets.  Budget  and  staffing  restrictions  at  both  the  state  and  federal  levels 
argue  in  favcr  of  broader  private  ''emediss.  not  the  opposite,  as  would  be  tho  case  if  th3 
draft  legislation  is  adopted.  No  One  -  save  those  who  have  f:ommitted  the  fraud  m  th-? 
first  place  -  benefits  from  a  wholesale  assault  on  private  rights  of  action.  It  is  unfortur  lote 
that  we  have  had  less  than  one  week  in  which  to  review  and  analyze  such  a  lengthy  and 


'   In  the  U.S.,  NASAA  Is  th*  national  voic*  of  the  SO  state  securities  agencies  responsible  for  investor 
protection  and  ttie  efflciant  functioning  of  the  capital  markets  at  the  grassroots  level. 
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radical  legislative  proposal.  As  a  result  of  this  truncated  review  process,  our  comments 
today  are  necessarily  general  in  nature.  It  is  NASAA's  intention  to  provide  you  with  a 
more  detailed  analysis  after  we  have  had  an  opportunity  to  fully  consider  each  of  the 
provisions.   NASAA's  general  observations  are  as  follows: 

0  The  bill  appears  to  reflect  a  triumph  of  narrow  special  interests  over  the 
interests  of  small  investors.  Despite  the  criticaUy  needed  lengthening  of  the 
statute  of  limitations  and  the  window  dressing  of  an  accountant  fraud 
detection  and  disclosure  provisions,  NASAA  believes  that  investors  wiH  be 
severely  harmed  by  many  provisions  contained  in  this  bill. 

o  In  America,  there  are  well  established  principles  of  justice;  access  to  redress 
is  not  just  for  the  wealthy.  A  threshold  requirement  for  standing  to  sue  (as 
contained  in  Section  101  (o))  is  unconscionable  and  should  be  deleted. 

0  The  fee-shifting  provision  contained  In  Section  36  is  likely  to  have  a  chilling 
effect  on  investor  suits,  even  in  the  modified  form  in  which  it  appears  m  this 
draft.  Few  aggrieved  investors  -  if  any  -  would  be  willing  to  risk  having  to 
pay  the  millions  in  legal  fees  that  well-heeled  defendants  easily  can  run  up. 
There  is  already  a  mechanism  to  deter  and  penalize  those  who  bring 
meritless  suits,  namely  Rule  1 1 . 

o  It  appears  that  under  Section  36  (b),  plaintiffs  who  refuse  to  submit  to 
alternative  dispute  resolution  will  be  penalized.  Is  the  "substantially  jusofiea' 
standard  (which  is  not  defined)  different  than  the  'actions  without  menr* 
standard  (which  is  defined)?  Does  Congress  realty  wish  to  have  como*ex 
securities  litigation  forced  into  an  arbitration  system  from  which  there  is  no 
practical  judicial  review? 


While  NASAA  has  been  a  strong  proponent  of  a  longer  statute  of  limK 
period,  we  are  troubled  by  the  'exerdse  of  reasonable  diligence' 
requirement  The  most  recent  comment  by  NASAA  on  the  question  of 
appropriate  statutes  of  limitations  came  in  the  context  of  the  Assooabor  9 
critique  of  the  proposed  1985  revisions  to  the  Uniform  Securities  Act'  m 
April  1991,  the  Association's  Uniform  Securities  Act  Committee 


'  TTm  McuritlM  law*  of  most  statas  art  based  upon  the  Unifonn  Saeuritiea  Act.  wnich  waa  iippwiart 
In  1966  by  tha  h4attonal  Confaranca  01  Commissionara  on  UnHorm  Stata  Law  <NCCUSL).  TTw  itaiaa  nvo* 
pariodicaRyantandadtha  Act  since  that  tkna.  Ttwiessraviaion  has  baanopposad  by  NASAA  and  nasna 
baan  wkle^  adopted  by  stataa. 
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recommended  that  the  appropriate  statute  of  limitations  for  private  civil 
actions  under  the  anti-fraud  provisions  of  state  securities  laws  should  be  the 
lesser  of  two  years  after  the  discovery  of  the  violation  or  five  years  after  the 
transaction  constituting  an  alleged  violation.^  In  fact,  the  "reasonable 
diligence"  requirement  may  well  become  a  trap  for  the  unwary  and  work  as 
a  bar  to  recovery.  No  doubt  it  will  be  raised  as  a  matter  of  course  by 
defendants  and  will,  in  fact,  spur  more  litigation. 

The  provisions  in  Section  1 03  concerning  proportionate  liability  and  joint  and 
several  liability  are  contrary  to  established  American  jurisprudence -and  may 
create  massive  confusion  for  the  courts  and  investors,  as  well  as  increase 
legal  costs  by  requiring  even  more  litigation  to  determine  what  the  new 
standards  mean.  Only  where  the  magnitude  of  the  potential  liability  for 
wrongdoing  equals  or  exceeds  the  profits  to  be  made  by  engaging  in  the 
wrongful  conduct  will  deterrence  be  effective.  Otherwise,  it  becomes  an 
incidental  cost  of  engaging  in  a  lucrative  criminal  enterprise. 

While  there  may  be  a  strong  moral  desire  to  apportion  liability  relative  to 
one's  culpability,  this  must  be  balanced  against  the  greater  public  good  of 
making  the  defrauded  investor  whole,  as  required  under  the  securities  laws. 
The  legislation  should  focus  first  on  insuring  that  the  investor  is  made 
whole.  Later,  the  focus  may  shift  to  the  issue  of  whether  or  not  our  current 
laws  and  procedures  governing  contribution  need  to  be  revised. 

NASAA  also  is  opposed  to  the  idea  of  excluding  certain  professionals  from 
potential  liability.  Without  professional  assistance,  or  at  least  as  the  result 
of  a  lack  of  reasonable  diligence  and  inquiry,  many  frauds  may  not  have 
been  perpetrated  or  grown  to  tine  magnitude  which  they  did  (e.g.,  Poly- 
Peck,  ZZZZ  Best,  Maxwell  Communications,  BCCI,  etc.). 

NASAA  shares  the  concerns  about  class  action  settlements  tiiat  seem  to 
benefit  the  lawyers  at  the  expense  of  an  adequate  recovery  by  investors. 
However,  we  are  concerned  about  certain  of  the  provisions  included  in  the 
bill  and  have  not  had  enough  time  to  review  certain  other  provisions,  in 
addition,  the  Association  is  unequivocally  opposed  to  accepting  any 
reforms,  no  matter  how  desirable,  if  they  are  linked  with  certain  other 
objectionable  provisions  contained  in  this  bill. 

NASAA  for  many  years  has  opposed  efforts  to  remove  securities  activities 
from  the  reach  of  the  RICO  statute.  Despite  the  weakening  of  RICO  by  the 


*   hMSAA  Unffonn  Securities  Act  Committe*  Report.  ANALYSIS  AND  CRmoUE  OF  THE  UNIFORM 

SECURmes  act  of  i  gas  (Apri  i«i). 
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courts,  NASAA  continues  to  oppose  the  type  of  amendment  contained  in 
Section  106. 

0  With  respect  to  the  concept  of  a  public  auditing  self-disciplinary  board, 
NASAA  would  suggest  that,  if  the  goai  is  improving  auditing  standards, 
conducting  more  expeditious  investigations,  and  better  policing  of  the 
accounting  profession,  the  money  and  effort  might  be  better  spent  by 
providing  additional  resources  directly  to  the  Securities  and  Exchange 
Commission  (SEC),  rather  than  creating  another  bureaucracy.  With  the 
direction  of  the  board  being  set  by  the  very  profession  whose  malfeasance 
presumably  has  led  to  the  perceived  need  for  such  a  panel,  this  provision 
outiines  the  perfect  prototype  for  an  expensive  paper  tiger  that  may  appear 
to  be  responsive  to  concerns  raised  about  Vne  conduct  of  the  accounting 
profession,  but  in  reality  has  no  real  authority  or  power  to  meet  those 
needs. 

Mr.  Chairman,  private  rights  of  action  under  the  securities  laws  are  essential  to  deter 
prospective  cnminals,  compensate  the  victims  of  fraud,  and  maintain  public  confidence 
in  the  marketplace.  For  this  reason.  NASAA  would  urge  you  to  refrain  from  introducing 
this  bill  until  the  concerns  raised  here  are  resolved.  NASAA  believes  it  would  be  unwise, 
in  the  name  of  "reform,"  to  further  restrict  the  ability  of  defrauded  investors  to  be  made 
whole. 

NASAA  would  be  happy  to  provide  additional  information  to  you  and  your  staff  as  you 
continue  to  consider  this  issue.  Please  contact  me  at  515/281-4441,  or  Fowler  West, 
NASAA's  executive  director,  at  202/737-0900  if  you  have  any  questions  or  would  like 
additional  input 

Sincerely, 
leu 


(A 


Craft        _ 

President,  North  American  Securities  Administi-ators  Association 

Superintendent,  Iowa  Securities  Bureau 
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NORTH  AMERICAN  SECLRITIES  ADMINISTRATORS  ASSOCIATION.  INC. 

One  -VUuachuselts  Avenue.  N.W..  Suite  310 

Washington.  DC    20001 

:01 737. 0900 

Telecopier:  201783-3571 


NASAA 


June  24.  1993 

The  Honorable  Edward  Markey 
U.S.  House  of  Representatives 
2133  Raybum  House  Office  BIdg. 
Washington,  DC  20515 

RE:  H.R.  417,  the  "Securities  Private  Enforcement  Acf 

Dear  Mr.  Chairman: 

Last  week,  Utah  Securities  Commissioner  Mark  Griffin  testified  on  behalf  of  the  North 
American  Securities  Administrators  Association  (NASAA)  before  the  Senate  Securities 
Subcommittee  on  the  issue  of  securities  litigation  reform.  Although  no  companion  bill  to 
H.R.  417  has  been  introduced  in  the  Senate,  a  number  of  provisions  included  in  the 
House  bill  were  under  discussion  at  the  hearing. 

In  his  testimony,  Mr.  Griffin  cautioned  Subcommittee  Members  that  the  excesses  of  the 
1980s  and  early  1990s  in  the  financial  sendees  arena  serve  as  the  backdrop  against  which 
the  contentious  and  complex  issues  raised  by  proponents  of  litigation  "reform"  must  be 
considered.   In  his  written  statement  Mr.  Griffin  said: 

NASAA  is  not  in  favor  of  encouraging  of  ttaseless  and  frivolous  litigation. 
However,  in  a  rusti  to  respond  to  the  pleas  of  the  self-interested  parties  who 
are  seeldng  to  shield  themselves  from  legitimate  lawsuits,  let  us  not  lose 
sight  of  the  primary  mission  of  our  securities  laws  -  investor  protection. 
The  prescriptions  we  have  tieen  offered  (in  the  form  of  various  legislative 
proposes)  to  cure  the  perceived  ills  of  the  litigation  process  -  including 
changes  in  how  liability  is  determined,  shifting  of  attorneys'  fees  and  costs, 
new  definitions  for  the  burden  of  proof,  and  changes  in  the  njles  governing 
class  action  proceedings  -  may  unintentionally  give  free  rein  to  financial 
swindlers  and  other  sharp  operators.  While  such  changes  in  the  rules  for 
bringing  private  actions  under  the  securities  laws  may  have  the  effect  of 
eliminating  a  handful  of  dubious  securities  lawsuits,  it  will  el<e  out  this 
minuscule  tuenefit  only  t>y  inflicting  a  massive  harm  -  an  indiscriminate  curb 
on  access  to  the  courts  for  all  victims  of  financial  swindles. 


,  Cnr  C.  Cxtao  (MnMit» •    fr^Hnl  lUwt:  Cralf  A.  C«Mlart  clo-ai    •    swr.i.r,    WnMr  L.  dai'  1W1«~««1    •    tr—mtn    »..~  »" 

IUckar4  O.  L«cta«  lT«u*l    •    Ekw«Uv«  IMr«c««r;  t^mtm  C.  Wot 
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It  is  NASAA's  view  that  the  courts  currently  have  the  tools  necessarv  to  deter  frivolous  or 
baseless  lawsuits  without  sacrificing  investor  rights.  The  Federal  Rules  of  Civil  Procedure 
contain  ample  safeguards  for  the  prevention  and  suppression  of  warranted  or  abusive 
suits.  Further,  emerging  anecdotal  evidence  suggests  that  these  rules  now  are  being 
invoked  on  a  more  frequent  basis. 

Enclosed  is  a  copy  of  Mr.  Griffin's  full  wntten  statement.  If  you  have  any  questions,  need 
additional  infomiation  or  would  like  to  discuss  NASAA's  position,  please  contact  me  at 
202/737-0900. 

Fowler  C.  West 

Executive  Director 

North  Amencan  Securities  Administrators  Association 


enc. 
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NORTH  AMERICAN  SECURITIES  ADMINISTRATORS  ASSOCIATION,  INC. 

Ont  MuMchiuctts  Avcnut,  N.W..  Suite  110 

Wuhlngion.  D.C.  20001 

202^37-0900 

Tekcopltr:  202/7ft3-JS7l 


NASAA 

April  6,  1994 

Member  of  Congress 

U.S.  House  of  Representatives 

Washington,  DC  20515 

Dear  Representative: 

The  North  American  Securities  Administrators  Association  (NASAA)  previously  has 
expressed  serious  concerns  about  the  litigation  reform  measure  now  pending  before  the 
Senate  in  the  form  of  H.R.  417,  the  "Securities  Private  Enforcement  Reform  Act." 

NASAA  shares  the  concerns  of  those  who  have  expressed  an  interest  in  weeding  out 
frivolous  securities  fraud  claims.  However,  the  initiatives  that  have  been  put  forward  to 
date  in  the  name  of  litigation  "reform"  will  have  the  practical  effect  of  giving  free  rein  to 
financial  wrongdoers.  While  such  changes  may  have  the  effect  of  eliminating  a  handful 
of  dubious  securities  fraud  lawsuits,  it  will  eke  out  this  minuscule  benefit  only  by  inflicting 
a  massive  harm  --  that  is,  an  indiscriminate  curb  on  access  to  the  courts  for  M  small 
investors  who  fall  victim  to  financial  swindles. 

NASAA  believes  that  it  would  be  unwise,  in  the  name  of  "reform,"  to  further  restrict  the 
ability  of  defrauded  investors  to  be  made  whole.  Private  rights  of  action  under  the 
securities  laws  are  essential  to  deter  prospective  criminals,  compensate  the  victims  of 
fraud,  and  maintain  public  confidence  in  the  marketplace.  No  one  -  save  those  who  have 
committed  fraud  in  the  first  place  ~  benefits  from  a  wholesale  assault  on  private  rights  of 
action.  As  a  result,  NASAA  respectfully  urges  you  to  refrain  from  signing  on  as  a 
cosponsor  of  this  legislation. 

Enclosed  is  a  New  York  Times  column  on  this  issue,  "Changing  the  Rules  for  Class 
Actions,"  which  appeared  in  the  March  27th  edition  of  the  paper.  Please  do  not  hesitate 
to  contact  Maureen  Thompson,  NASAA's  legislative  adviser,  at  703/276-1 1 16  if  you  have 
any  questions  or  would  like  additional  information  on  NASAA's  position. 

Sincerely, 

Craig  A.  <^ettsch 

President,  North  American  Securities  Administrators  Association 


CavaUTC  OlrMMn  rr»*»  C.  Wol 
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THE  NEW  YORK  TIMES  MONEY  SUNDAY.  MARCH  27.  1994 


Wall  Street/Susan  Antilla 


Changing  the  Rules  for  Class  Actions 


I 


TS  far  too  outrageous  to  happen  In  real 
lUe.  o(  course,  but  Imagine  that  you've  lost 
your  shirt  investing  in  a  company  whose 
president  spent  big  shareholder  bucks  on  a 
speedboat,  gave  )obs  to  his  relatives  and  had 
a  side  Job  running  an  investment  bank  where 
four  employees  wound  up  getting  hauled  oft 
by  (he  Feds  in  handcuffs. 

Imagine  that  the  company  put  out  news 
releases  that  lumed  out  to  be  less  than 
accurate.  And  imagine  that  you  bought  at 
around  SI  1.75  a  share  when  the  good  news 
was  announced,  only  to  watch  the  stock  sink 
to  S4  when  It  become  clear  that  (he  "news" 
was  fiction.  You  feel  even  worse  because  the 
insiders  sold  before  the  bombshell. 

Chances  are.  given  a  situation  that  bad, 
you  mtgh(  have  looked  for  one  of  those  slick 
class-action  lawyers  to  ask  whether  you  had 
a  legitimate  fraud  case  against  the  company. 
And  chances  are.  up  to  now  anyway,  that  the 
lawyer  would  have  (old  you  to  have  a  seat  In 
one  of  his  big.  cushy  leather  chairs  and  to 
make  yourself  comfortable. 

AS  11  happens.  )usl  such  a  not-to-be-be- 
lieved company  exists,  and  a  shareholder- 
friendly  law  lirm  decided  to  take  the  case. 


Investors  in  Spectrum  Information  Tech- 
nologies of  Manhasset.  L.I..  the  wireless  com- 
munications company  described  above,  en- 
gaged Wolf  Haldensiein  Adler  Freeman  & 
Herz  to  represent  them  In  a  class  actCon  last 
May,  and  were  subsequently  Joined  by  sev- 
eral other  groups  of  angry  Investors  suing 
Spectrum  for  fraud. 

If  the  deep-pocketed  accounting  lobby  has 
Its  way.  though,  suiu  like  the  one  against 
Spectrum  might  not  be  so  easily  taken  on  by 
class-action  lawycn  tn  the  future. 

In  a  bill  Introduced  tn  the  Senate  Thursday 
night.  Chhstopher  Dodd,  Democrat  of  Con* 
nectlcut.  proposed  thai  Investors  who  brtng  a 
suit  must  collectively  hav«  SIO.OOO  Invested 
in  a  company's  stock  or  hold  t  percent  of  the 
shares  outstanding  before  the  suit  can  be 
certified  as  a  class  action. 

That  new  threshold,  the  bill's  supporters 
argue.  Is  smart  because  it  cuts  off  abusive 
filers  of  lawsuits  who  simply  hold  one  or  two 
shares  of  a  number  of  stocks  so  they  can 
bring  frivolous  suits  any  old  time  a  compa- 
ny's stock  declines. 

But  class-action  lawyers  like  David 
Brewer,  a  Wolf  Haldensteln  lawyer  who  has 
worked  with  Spectrum  investors  since  last 
May,  said  the  real  effect  of  the  proposal  will 
be  that  "only  rich  people  can  bring  cases."  In 
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the  case  of  the  Spectrum  shareholders,  the 
average  investor  m  the  initial  suit  filed  last 
May  owned  between  200  and  300  shares. 

If  not  for  the  unusual  level  of  critical 
publicity  that  Spectrum  wound  up  getting,  it 
would  have  been  unlikely  that  the  law  firm 
could  have  filed  us  case  under  the  Dodd 
scenario.  Mr  Brower  contended.  "This  is  a 
disaster  for  the  small  investor.  "  he  said. 

That,  of  course,  is  not  the  view  of  Senator 
Dodd.  The  bill's  preamble  suggests  that  his 
proposed  amendments  to  the  Securities  Ex- 
change Act  of  1934  amount  to  safeguards  to 
Insure  that  the  interests  of  Investors  are  well 
protected."  Indeed,  the  bill  does  include  pn>- 
vislons  for  a  new  self -disciplinary  board  to  be 
run  by  the  accounting  industry  to  belter 
police  (he  people  who  s^gn  off  on  sometimes- 
fraudulent  financial  statements.  That,  on  bal- 
ance. Is  a  plus  for  investors. 

But  any  information  acquired  by  the  pro- 
posed board  in  the  course  ol  investigating  an 
accountant  or  an  accounting  firm  would  not 
be  "discoverable"  by  aggrieved  investors 
filing  lawsuits,  the  bill  says.  This  means  no 
plaintiff  will  be  able  to  demand  to  see  docu- 
ments held  by  ihc  disciplinary  board  that 
might  help  them  incriminate  the  auditors. 


In  addition,  accountants  will  no  longer  be- 
as  vulnerable  to  coughing  up  money  under 
the  current  law's  "Joint  and  several"  provi- 
sions. Right  now,  plaintiffs  who  win  get  to 
collect  from  whichever  players  arc  still  sol- 
vent and  haven't  wired  their  money  to  off- 
shore banks.  Under  Senator  Dodd's  bill, 
platniifrs  will  have  to  go  to  great  lengths  lo 
prove  that  auditors  knowingly  allowed  the 
company  to  commit  fraud.  And  auditors  will 
only  be  liable  to  pay  their  "portion  "  of  the 
damage.  That,  frcis  Arthur  Levitt,  chairman 
of  the  Securities  and  Exchange  Commission, 
is  a  setback  for  investors  who  are  stuck  wiih 
worthless  shares  of  Insolvent  companies 
whose  fraudulent  financial  statements  were 
O.K.'d  by  the  auditors. 


If  It  sounds  as  if  the  bill  goes  to  some 
trouble  to  protect  acctnintants.  Chris  Lewis, 
director  of  banking  policy  at  Consumer  Fed- 
eration of  America,  says  there's  a  ftood  rea- 
son. The  bill  "is  a  veritable  wish  list  of 
special  interests. '  he  said  last  week 

Indeed,  accountants  in  particular  have 
been  generous  contributors  to  Senator  Dodd 
and  others  who  might  support  changes  in 
shareholder  lliigation  law.  opponents  of  the 
bill  point  out.  Mr.  Dodd  was  the  bicgesi 
recipient  of  accountant  contnbuituns  in  1992. 
according  to  Accoundng  Today.  Just  alter 
Senator  Dodd  was  ranked  Rcprcscniative 
W.  J.  Tauzin.  Dcmocra(  of  Louisiana,  (he 
sponsor  of  similar  legislation  in  the  House, 
the  magazine  reported  last  summer, 

Mr.  Levitt,  in  an  interview  Friday,  said 
that  while  he  isn't  opposed  (o  everything  m 
the  bill,  he's  pretty  unhappy  about  the  extent 
to  which  it  lets  accountants  off  the  hook 

When  there's  nothing  left  of  a  company, 
investors  have  no  recourse  but  to  seek  dam- 
ages from  the  solvent  auditors  who  gave 
their  blessing  to  fraud,  he  explained.  Bui  he  is 
pleased  by  (he  bill's  attempt  to  see  that 
investors  are  not  bilked  by  lawyers  who 
leave  with  all  the  booty,  and  he  likes  the 
provisions  that  prohibit  referral  fees,  which 
lawyers  pay  to  get  additional  Investor  names 
for  their  class  actions  so  they  can  increase 
the  tire  of  their  claim. 

Others  conclude,  however,  that  investors 
are  losers  on  balance. 

Says  Craig  A.  Goctlsch,  president  of  the 
North  American  Securities  Admmisiratois 
Association,  the  organization  of  state  securi- 
ties regulators:  "It  takes  a  swing  at  lawyers 
and  ends  up  hitting  small  investors  between 
the  eyes. "  ■ 
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Mr.  OXLEY.  Would  the  chairman  yield? 

Are  those  on  both  sides  of  the  issue? 

Mr.  Markey.  These  are  the  letters  which  oppose.  But  we  will  put 
the  letters  for  any  side  of  this  legislation  in  the  record  that  wants, 
but  just  to  get  them  in  the  record. 

My  counsel  reminds  me  that  Mr.  Tauzin  has  also  asked  unani- 
mous consent  for  the  letters  that  support  his  legislation  as  well. 
The  organizations  are:  State  of  Wisconsin  Investment  Board;  Na- 
tional Association  of  Investors  Corp.;  American  Electronics  Associa- 
tion; American  Business  Conference;  American  Institute  of  Cer- 
tified Public  Accountants;  Association  of  Publicly  Traded  Compa- 
nies; Electronic  Industries  Association;  Information  Technology  As- 
sociation of  America;  National  Association  of  Manufacturers;  Na- 
tional Investor  Relations  Institute;  National  Venture  Capital  Asso- 
ciation, and  Semiconductor  Industry  Association. 

[The  letters  follow:] 
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STATE  OF  WISCONSIN  INVESTMENT  BOARD 


ttlEMTMLSOM  Sr. 
MAOtSON.M  93702 


Sgrtfinher  27. 1993 

Senator  Pete  V.  Dominid 
SD.  434  Diiben  Bnflxling 
WashingtmL  D.C  20S1&-3101 

Re:     ghgr«>bft|A'y  Class  Action  Lznsuit  Refonm 

Dear  Senator  Dominid: 

We  aie  wjttng  to  support  your  eSbits  at  reform  in  the  area  of  shareholder  dass  action 
lawsuits  and  provide  some  snggestiona  for  iuipioving  tlie  curieiit  system. 

The  State  of  Wisconsin  Invcstmcnr  Board  (SWIB)  serves  as  investment  manager  for 
pension  fimxls  of  public  employees  in  the  State  of  Wisconsin.  With  over  $33  billioa 
nnt^iT  znanagEment,  SWIB  represents  one  of  the  ten  largest  public  pension  systems  in  the 
United  States.  Almost  SIS  billion  of  those  funds  sre  inrested  in  shares  of  publicly 
traded  ^^'n"^%iiff  corporanon& 

Over  the  last  three  years,  SWIB  has  recovered  $7  millioii  in  thir^  shareholder  class 
ncf'r'P  law&uiis.  The  average  recovery  was  approzimatelv  $230,000,  thoo^  individual 
swards  ranged  &om  S4,000  to  over  SI  million.  While  these  mnnbets  are  substantial, 
recoveries  rarely  amoimted  to  more  than  a  small  &acdon  of  SWIB's  recognized  claim  in 
each  lawsuit.  A  sampling  of  SWIB's  files  showed  that  cases  senled  for  an  average  of 
appraxtmately  11%  of  the  total  am^'"*  of  plaintiff  damages  certified  to  the  court  In 
one  iostance,  the  recoveiy  was  only  \%  of  certified  loss. 

By  way  of  contrast,  the  portion  of  the  total  settlemem  reserved  for  p^rmem  of  plaindfEs' 
attorney  fees  averaged  between  30  to  33J%,  with  reimbnnemeni  of  costs  and  expenses 
Dii^A^A  on  top  of  thiit    We  tmdersiand  that  data  presented  from  a  stady  by  the  American 
Institute  of  Certifled  Public  Accountants  at  recent  Congressional  heartogis  showed  that 
piaiirriffc'  attomeys  receive  an  average  of  40%  of  shareholder  class  action  recoveries  for 
fees  and  costs. 

While  we  believe  it  is  Hifffmir  to  draw  condusions  about  whether  dass  action  setdexnems 
have  been  fair  to  shareholder  plainiifb  (factors  sudi  as  lereb  of  insurance  coverage, 
artTSs  to  recoverable  assea  and  difficulty  of  proof  must  be  considered  on  a  case-by-case 
basis),  It  is  dear  that  the  corrcm  system  gives  plaintiff^  attorneys  a  far  greater  interest  in 
«>ntrfhoM<^r  dass  actions  than  any  of  the  plaintx^  they  represent.  This  creates  an 
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xahtxeai  frrr***'*  of  intetest,  esoooras^og  attonieys  to  file  and  settle  6as«s  at  a  point 
ivfaere  tbebr  abOity  to  recover  the  Idi^est  fiee  per  unit  of  time  ^>em  on  a  case  is 
mffidmizBd,  pzovided  a  n>*tnn*>tTi»  reooveiy  is  obtained  for  the  plaintiff  shaxeholdeis. 
Sbareholden  area  dispaiattgrotq)  of  plaintiffs.  Tbey  are  likely  to  leaHze  ooljr  a  small 
percentage  of  thdr  d^ms  and  ha:ve  little  active  involvement  in  the  lawsoiL  FlainSiSi;' 
attorneys  are  deaziy  in  tiie  dixveis  seat. 

Even  more  disconcerting  is  the  possIbiUty  that  the  interests  of  defendants  najr  aecoalfy 
be  stractoraDy  aligned  with  those  of  oonnsel  for  the  plainriffi.  Wc  are  often  the  largest 
sharrhnldrr  of  the  plfiwttfr  'dass*.  Yet,  seldom  do  we  get  nmch  detail  abont  the  claims 
filed  or  progteM  of  «r**'r!"i^Tt  dismyrinns  nntil  a  deal  has  already  been  struck.  If  we 
want  to  object,  we  mnst  retain  separate  counsel,  opt  oot  of  a  settlement  and  pnrsoe  a 
complete^  separate  case  or  battle,  the  oompai^  sid  dass  anusd  in  opposing  a 
settlement.  Given  the  relatively  short  time  period  in  which  decisions  nmst  be  made, 
plaintifft  are  almost  never  in  a  position  to  risk  challe-nging  a  settlemesx.  It  is  difRcult  to 
determine  -whether  this  results  hi  conqianies  being  able  to  obtain  more  favorable 
settlements  (fioredosing  larger  dainas)  than  would  be  the  case  if  real  plaintifEs  were  more 
involved. 

What  is  wrong  with  this  picture?  The  flaws  in  the  current  system  indude: 

(a)  Attorney  fees  and  costs  consistently  take  the  lion's  share  of  recoveries  in 
situations  where  plaintiff  go  largely  uncon^pensated  for  their  losses. 

(b)  There  is  typical^  no  plaintiff  with  a  large  enough  interest  to  provide  the 
guidance  of  a  real  dient  and  counterbalance  the  interests  of  plaintiffs'  counsel 
Tbis  makes  it  difficult  to  detetmine  whether  cases  are  being  filed  wfaidi  would  not 
be  brought  by  plaintiffs  with  a  substantial,  real  interest  and  whether  cases  axe 
bdng  settled  at  levels  far  below  their  real  value. 

How  can  the  system  be  fixed?  We  ofiicr  a  range  of  suggestions  based  on  SWIB's 
escperience  with  shareholder  class  actions  and  other  complex  htigation.  Tliey  range  from 
tipVf.Tmg  with  the  cnzTcnt  system  to  developing  a  new  system  that  is  dftsignrd  to  operate 
more  cffidwnly. 

(a)  ^H/^fttftfl^^  pisclomrc:  A  special  committee  on  financial  reporting  of  the 
American  Institute  of  Certified  Public  Accountants  released  a  report  eadier  this 
month  wbidi  recommends  that  companies  disdose  more  information  abont 
ttift^moi  cantrals  and  future  risks  axid  opportunities  and  be  provided  a  safe  harbor 
firom  related  litigation  when  they  do  so.  Added  disdosure  migifat  reduce  the 
sitnatians  where  shareholders  can  be  mislead  and  corresponding  reduce  the 
mxmber  of  shareholder  dass  action  lawsuits  that  are  brou^ 

(b)  ^staSatiOK  Reijmre  that  shareholder  dass  action  lawsuits  involving  securities 
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Izsr  vialilion  daixm  be  submittBd  to  bindiiig  ariritntian.  Tiax  should  serve  to 
reduce  oosti  and  fees  and  increase  the  poitioii  of  recoveties  tfaat'co  to 
uuuipensate  plan^frffe  fat  tfaeir  losses. 

(c)  fee  A^ats:  j^ovide  fcff  court  appdatmetit  of  a  special  master  to  andit  fee 
requests  idudi  ccgfd  a  set  amonnt  or  percentage  nf  recoveiy.  Hie  andhor's 
cac:pensatioii  ooold  be  taloen  oat  of  the  amonnt  of  tee  redactions  obtained  or 
ocdered  bjr  the  ooort  as  a  result  of  the  andiL 

(d\  Plaimfff  Steering  Ctmmdtt&cs:  As  in  baakn^>t<7  cases,  the  court  eonid  be 
tmthnrjf^A  to  appoint  a  oomznittee  of  shareholders  made  iip  of  those  with  the 
Ui]gest  daina  at  state  to  supeiviac  dass  coimsel  and  provide  real  ch'ent 
involvement  in  the  case.  The  committee  could  be  required  to  competitively  select 
dass  connsel  and  to  i^Tprove  say  proposed  settlement,  inchidrng  the  level  of  fees. 

(e)  Vote  of  Shareholders  on  Settlements:  Again  following  banlauptcy  law, 
counsel  conid  be  required  to  obtain  the  affirmatTTe  approval  of  a  majority  of  the 
plaintiff  class  (both  in  nmnber  and  percentage  of  claims)  before  submitttng  a 
settlement  to  the  court  for  approval  In  order  for  this  to  have  any  vahie,  specific 
disdosnre  obUgations  would  have  to  be  enacted  to  provide  plaintkb  with 
qf^p<Tiint^  iiTfttnimtinn  to  *tv^«  the  settlcmenL 

(f)  ^ffitinwil  peview  of  Settlements:  Where  there  is  no  eSecttn  diem  control 
of  plaintiffs'  coonsel,  the  court  could  be  required  to  appoint  a  special  master  to 
review  the  settlement  and  make  recommendations  to  the  conrt,  sirmlar  to  the  w:^ 
a  guardian  ad  litem  acts  to  protect  the  interests  of  minors  in  court  proceedings. 
Criteria  for  reviewing  fairness  of  the  settlement  and  the  sward  of  fees  could  be 
spedfied. 

(g)  StreamHnif  pi^cnvpry  and  Motion  Practice:   Taking  u  broader  perspective  on 
the  issue  of  legal  fees,  most  of  the  cost  of  bringing  shareholder  dass  acdons  (as 
well  as  most  onmplea  litigation)  is  incurred  in  the  initial  motion  practice  and 
discovery  phases  of  the  lawsoiL  Recem  efibrts  to  simplify  the  discovery  process 
oould  be  expanded  to  farther  reduce  attorney  time  that  is  devoted  to  procedural 
and  other  matters  that  do  not  directly  develop  the  nuriis  of  a  case. 

(Vi  Permit  Qrmpames  to  Use  a  Private  System  of  Justice:   If  it  is  not  possible  to 
modify  the  umem  system  to  operate  more  effidendy  aod  provide  real  client 
control  of  shareholder  lawsuits,  perhaps  companies  and  their  shareholders  should 
be  pexiuilted  to  opt  for  use  of  a  separate  system  devdoped  by  the  private  sector. 
Securities  laws  could  allow  coiporaiions.  with  shareholder  approval,  to  indude 
provislotis  in  their  bylaws  that  require  shareholder  claims  under  the  securities  laws 
to  be  handled  by  arbitration,  mediation  or  private  '^ni-trials*.  As  long  as  basic 
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doe  process  rights  lie  protected,  the  private  sector  might  be  able  to  deliver  a 
more  fffiri^-nt  sad  effective  system  that  parties  could  use  at  their  optlaxi. 

SWIB  has  been  active  and  effective  in  eacerrising  its  shareholder  ri^Hs  in  matters  of 
corporate  gavecuanoe.  Bj  contrast,  ve  are  distmbed  by  the  w^  shareholders  have  lost 
control  over  the  nse  cf  their  l^al  lights  in  the  class  acdon  procets.  SWIB  inlands  yooi 
efEbrts  at  reform  and  stands  reacfy  to  provide  whatever  awstance  we  can. 

Feel  free  to  contact  us  If  yon  have  any  questions  or  would  like  further  information.  My 
direct  Ime  is  (608)  266-204a 

Sincerely, 

Kurt  N.  Schacht 
Gencial  Counv.l 

Qtz       Patrida  IJpton 

Executive  Director 

Keith  Johnson 

Assistant  General  Cofmsel 
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Investment  education  for  Individual  Investors  and  Investment  clubs 

July  19, 1994 

Honorable  Clirislapher  Dodd 

Committee  on  Bonking,  Housing,  and  Uiban  A^iis 

Uaiied  States  Saute 

S3«  Diiksen  Senate  OfGoe  Building 

Washington.  DC  20610 

Dear  Senator  I>x)d: 

I  am  WTiting  to  you  as  Choinoan  of  the  National  Assodation  o^  Investors  to  congratulate  you  on  your  sponsorship 
of  the  Private  Secnrilia  Litigation  Se&xm  Act  of  1994  (S.  1976)  and  to  promis*  the  coppoit  of  the  National 
Associatioa  of  btvestocs  Cdrprantioo. 

NAICte,  we  bdieve.  the  largest  iitdhddnalahareownexs  organization  in  the  Unitad  States.  We  euuently  have  a 
du»-pald  ineinbeidUp  of  imrestment  dubs  aiid  other  groups  totalliog  more  than  273/100  indlvldtial  investors. 
NAIC  has  been  in  operatian  since  1951  and  our  members  are  the  direct  o%vnai«  of  shares  in  our  nation's  industry. 
We  an  a  i  iim  mi  tinn  of  the  nation's  population  inctnriing  individuals  from  every  race,  political  persuasion  and 
ecooomic  Vevcl. 

(;>ur  prrpT'^i' WT  in  "Tg''™^**'""j  »gtriti^>pfndiv<dnal«lg»rnth»KM»iiofi>xpT»»i,i,l*rf'hyKi»tnggn  mmrrfif  i 
bostMsa  and  tn  leant  how  to  do  so  sucoessfally.  Since  our  founding,  rtenly  4  millioa  people  have  taken  our 
tnoning  progrtoxis  and  a  hig^  pcxceotagv  of  our  members  ei^oy  an  earnirigs  rate  en  their  secuniies  etjual  to  or 
exceeding  that  of  the  S&P  500  Ihdeic. 

The  current  sitnatku  in  the  Saw  permits  and  even  enoouragcs  tlie  filing  of  lawsuits  with  very  little  ineiit  against 
corponticcn.  live  beoeSisdarivadframlheae  suits  are  going  primarily  to  attocneys. 

Kowevee,  these  payii^nts  are  actually  coming  froin  the  podeets  of  seiioas.  lifetime  ofwneis  of  the  oorpotatians 
like  our  membets. 

Ihese  unmetitBd  suits  take  corporate  executives  away  from  the  main  task  of  mrming  the  business  and  building  it 
for  tifeir  shaieownea. 

Ev«n  iiiore  ifflpoctanily,  die  fiear  oftfaesa  kiraU  of  suiis  catises  executiye  to  tdeaae  leas  ixifbanatian  aboat  the 
business  to  shazcfaolden  because  of  ttte  £eer  that  this  could  lead  to  their  being  toed. 

Ourmemben  devote  dmut 25%  of  tlieir  {nvestmrcnts  ta  smaHpr  con^anies  and  nuuiy  of  these  companies  are  ingh 
tedmology  «wr»p»"<j«  that  have  been  a  poiticnlar  target  of  attorneys  £llng  these  questkaiable  suits. 

Again  Ift  tne  ^ay  thnt  f^  ■"^■Pb^f  ■[■^■'■^Ijm  yrmr  tnt»T»e»  tn  gnlvtng  th/»g>  pmhlpm  mnA  t4iiTB  hrfpmg  ttv  p*** 

maasof  titf  natlan's  investooby  redudng  the  threat  of  ■  large  and  misdnevoia  eaqjense. 
I  ropeethiUv 

Chwnnan,  Board  of  Trustees 

MA-nriM&i  A«wiAnnNnriNr>viniiAi  mvUTOOS*  NAnCMALASSOCtAnONOrrtviSTMCNTCUBS 

«»  TOTAL  PAGE.eeZ  «« 
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RESOLUTION 

OF  THE 

BOARD  OF  DIRECTORS 

AMERICAN  ELECTRONICS  ASSOCIATION 


WHEREAS.  LEGISLATION  HAS  BEEN  INTRODUCED  IN  THE  US.  SENATE  AND  HOUSE 
TO  PROTECT  INVESTORS  AND  RESTORE  FAIRNESS  TO  THE  SECURTTIES  LITIGATION 
SYSTEM:   S.  / 976  BY  SENATORS  CHRISTOPHER  J.  DODD  AND  PETE  DOMENICl.  AND 
MR  417  BY  REPRESENTATIVE  BILLY  TAUZJN:  AND 

WHEREAS.  S.  1976  AND  HJi.  417  WILL  PROTECT  THE  RIGHTS  OF  INVESTORS. 
DISCOURAGE  ABUSIVE  LAWSUTTS.  AND  ENCOURAGE  THE  DISCLOSURE  OF 
ACCURATE  FINANCIAL  INFORMATION.  WHICH  WILL  IMPROVE  THE  EFFICIENCY  OF 
THE  CAFTTAL  MARKETS: 

THEREFORE.  THE  BOARD  OF  DIRECTORS  OF  THE  AMERICAN  ELECTRONICS 
.ASSOCIATION  ENDORSES  S.  1976  AND  HJi.  417.    WE  COMMEND  SENATORS  DODD 
AND  DOMENICl.  AND  REPRESENTATIVE  TAUZIN  FOR  THEIR  LEADERSHIP  IN 
INTRODUCING  THESE  MEASURES.    WE  FURTHER  RESOLVE  TO  WORK  PERSONALLY 
FOR  THE  ENACTMENT  OF  S.  1976  AND  HJi.  417.  AND  WE  COMMTT  THE  RESOURCES 
OF  .AEA  AND  OUR  COMPANIES  TO  THIS  EFFORT. 
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AMERICAN  ELECTRONICS  ASSOCIATION 
1994  BOARD  OF  DIRECTORS 


Mr.  William  R.  Anderson.  Chief  Executive 
Officer.  Applied  Magnetics.  Goleta  CA 

Mr.  Edward  W.  Bamholt.  Sr.  VP/GM  Test  & 
Measurement.  Hewlett-Packard  Company. 
Santa  Clara.  CA 

Mr.  Darwm  D.  Beckel.  President 

Litton  Industnes.  Inc..  Woodland  Hills.  CA 

Mr.  Michael  Bosworth.  President  and  CEO 
OrCAD.  Beaverton.  OR 

Mr.  Arnold  S.  Brenner.  Executive  Vice 
President  &  CM.  Motorola.  Phoenix.  AZ 

Mr.  Barry  G.  Campbell.  President  and  CEO 
Vitro  Corporation.  Rockville.  MD 

Mr.  Ernesto  A.  Cotte.  President  and  CEO 
GAMMA-METRICS.  San  Diego.  CA 

Mr.  Eugene  W.  Courtney.  President  and  CEO 
HEI.  Inc..  Victoria.  MN 

Mr.  Peter  M.  Craig.  Exec.  VP  North  Amencan 
Ops..  Rainbow  Technologies.  Inc..  Irvine.  CA 

Mr.  Robert  C.  DeHaven.  President  &  CEO 
Quality  Systems.  Fairfax.  VA 

Mr.  Michael  J.  DeMuro.  President  and  CEO 
MechTronics  of  Arizona.  Phoenix.  AZ 

Mr.  Nicholas  M.  Donofrio,  Vice 

President/General  Manager 

IBM  Corporation.  Hopewell  Junction.  NY 

Mr.  Thomas  R.  Filesi.  President  and  CEO 
Optek  Technology.  Inc..  Carrollton.  TX 

Mr.  Richard  P.  Reenor.  President  and  CEO 
Beacon  Laboratoires.  Inc.  Englewood.  CO 


Ms.  Rose  Ann  Giordano.  VP.  Products  Systems 
Software.  Digital  Equipment.  Linleton.  MA 

Mr.  Bruce  A.  Hagenau.  President 
Metcam,  Inc..  Alpharena.  GA 

Mr.  Larry  W.  Henderson.  VP  Corporate 
Services.  Tellabs  Operations.  Inc..  Lisle.  IL 

Mr.  Jeffrey  O.  Henley.  Execuuve  Vice 
President  &  CFO.  Oracle  Corporation. 
Redwood  Shores.  CA 

Aaron  Howard,  President 
MarketWare  Corporation.  Seanle.  WA 

Mr.  Robert  L.  Hurst.  President.  MI 
Bell/Network  Svs..  Ameritech.  Hoffman 
Estates.  IL 

Mr.  J.  Richard  Iverson.  President  &  CEO 
Amencan  Electronics.  Washington.  DC 

Mr.  James  Kimsey.  Chairman 
America  Online.  Inc..  Vienna,  VA 

Mr.  Richard  I.  Knight.  Vice  President 
Technology.  Tektronix.  Inc..  Beaverton.  OR 

Mr.  Bernard  G.  Koether.  Chairman  and  CEO 
Food  Automation-Service,  Bridgeport.  CT 

Mr.  C.  McKenzie  (Mac)  Lewis.  President  and 
CEO.  Computer  Network.  Minneapolis.  MN 

Mr.  R.  Dale  Lillard.  President 
Lonsdale  Semiconductor.  Tempe.  AZ 

Mr.  Seth  M.  Lukash.  Chairman  and  CEO 
Tridex  Corporation.  Westport.  CT 

Mr.  Dave  Mandelkem.  Chairman  and  President 
AlmondSeed  Software.  Inc.,  Mountain  View. 
CA 
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Amaiam  Biuaun  Conference 

AMurieam  EUetnmia  Aaociation 

Amuriean  butitute  of  Certified  PubUe  Aeeountaats 

AttoeiatUm  ofPubSdy  Traded  Companies 

EUetronie  bubutries  Anoriatwn 

b^fifrmatum  Tedmologj  Assodatian  ofAtmeriea 

National  Association  of  Mantrfacturen 

National  baettor  Relations  butitute 

National  Venture  Capital  Association 

Semieonductor  bidustry  Association 

February  14,  1994 

The  Honorable  Edward  J.  Markey 
United  States  House  of  Representatives 
2133  Raybum  House  Office  Building 
Washington,  D.C.   20515-2107 

Dear  Chairman  Markey: 

The  current  federal  securities  fraud  litigation  system  is  not 
working.  As  Securities  and  Exchange  Commission  Chairman  Levitt 
recently  stated,  "there  are  indications  that  the  current  system  is 
flawed."  Members  of  each  of  our  organizations  have  been  greatly 
affected  by  the  negative  consequences  that  frivolous  securities 
fraud  suits  are  having  on  the  competitiveness  of  U.S.  compajiies, 
the  free- flow  of  information  to  investors,  the  creation  of  new 
jobs,  and  the  ability  to  raise  capital. 

As  evidenced  during  Senate  hearings  on  this  issue  last  summer, 
there  is  a  growing  consensus  that  legislative  reforms  are  needed. 
Plaintiffs  who  receive  only  pennies  on  the  dollar  in  recoveries, 
companies  that  spend  millions  of  dollars  to  defend  and  settle  these 
suits,  investors  who  rely  on  voluntary  corporate  disclosure,  amd 
corporate  directors  who  are  dragged  in  as  parties  to  these 
meritless  suits  agree  that  the  current  system  must  be  reformed.  In 
addition.  Chairman  Levitt  has  indicated  that  he  is  "hopeful  that 
legislation  can  be  passed  in  this  area." 

While  we  realize  that  the  Subcommittee  has  a  full  agenda  this 
session,  given  the  growing  importance  of  this  issue,  we  urge  you  to 
hold  hearings  in  March  on  Congressman  Tauzin's  bill  (H.R.  417). 
Representatives  from  our  group  look  forward  to  presenting  their 
position  at  the  hearings.  Thank  you  for  your  consideration  of  this 
matter. 


Sincerely, 
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Markey 


Barry  Rogstad 

President 

American  Business  Conferencel/ 


Dominic  A.  Tarantino 
Chairman  of  the  Board 
American  Institute  of  Certified 
Public  Accountants^/ 


Peter  F.  McCloskey 

President 

Electronic  Industries 

Associations./ 


j.^^5L.yVWTl^ 


rry  p..   Lj^sihowski 
siaenc      _y 
National   Association 
Manufacturers?/ 


of 


J.  Richard  Iverson 
President  and  CEO 

American  Electronics 
Association^./ 

Brian  T.  Borders 

President 

Association  of  Publicly  Traded 

Companies!/ 


a£^  <:2f^*— 


Luanne  James 

President 

Information  Technology 

Association  of  America^/ 


Louis  M.  Thompson,  Jr. 
President  and  COO 
National  Investor 
Relations  Institutes/ 


Daniel  T.  Kingsley 
Executive  Director 
National  Venture  Capital 
Associations/ 


Andrew  A.  Procassini 
President 

Semiconductor  Industry 
AssociationlO/ 
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1/        The  ABC  is  made  up  of  100  chief  executive  officers  of  high- 
growth  companies  with  revenues  over  $25  million  and  serves  as  the 
voice  of  the  midsize,  high- growth  job  creating  sector  of  the 
economy. 

2/   The  AEA  represents  some  3,000  companies  in  44  states  that 
span  the  breadth  of  the  electronics  industry,  from  silicon  to 
software,  to  all  levels  of  computers  and  comntunication  networks, 
and  systems  integration. 

3/   The  AICPA  is  the  national  professional  organization  of  over 
310,000  CPAs  in  public  practice,  industry,  government,  and 
academia. 

4/   APTC  has  an  active  membership  of  over  500  corporations 
consisting  of  a  broad  cross  section  of  publicly  traded  companies, 
especially  those  traded  on  the  Nasdaq  National  Market. 

5,/    For  more  than  69  years,  the  EIA  has  been  the  national  trade 
organization  representing  the  U.S.  electronics  manufacturers. 
Committed  to  the  competitiveness  of  the  American  producer,  EIA 
represents  the  entire  spectrum  of  companies  involved  in  the 
manufacture  of  electronic  components,  parts,  systems  and  equip- 
ment for  communications,  industrial,  government  and  consumer 
uses . 

£/   The  ITAA  is  a  major  trade  association  serving  the  informa- 
tion technology  industry  amd  represents  over  2,400  direct  and 
affiliated  member  conpcuiies.   While  these  companies  combine 
hardware,  software  and  communications  technologies  to  offer 
different  products  and  services,  the  primary  value-added  compo- 
nents of  all  firms  remain  people,  software  and  information 
content. 

7/   The  NAM  is  a  voluntary  business  association  of  more  than 
12,000  member  companies  aind  subsidiaries,  large  and  small, 
located  in  every  state.   Members  ramge  in  size  from  the  very 
large  to  the  more  thain  9,000  smaller  manufacturing  firms,  each 
with  fewer  than  500  employees. 

S./   The  NIRI,  now  in  its  25th  year,  is  a  professional  associa- 
tion of  2,300  corporate  officers  and  investor  relations  consul- 
tajits  responsible  for  communication  between  corporate  management, 
shareholders,  security  analysts  and  other  financial  publics. 
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9/    The  NVCA  is  made  up  of  200  professional  venture  capital 
organizations.   N\'CA's  affiliate,  the  American  Entrepreneurs  for 
Economic  Growth,  represents  6,600  CEOs  who  run  emerging  growth 
companies  that  en^jloy  over  760,000  people. 

10/   The  SIA  represents  the  $33  billion  U.S.  semiconductor 
industry  on  public  policy  and  industry  affairs.   The  industry 
invests  11%  of  sales  on  R&D  and  15%  of  sales  on  new  plant  and 
equipment  --  over  a  quarter  of  its  revenue  reinvested  in  the 
future  --  and  thus  seeks  to  improve  Americcin's  equity  capital 
markets. 
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National  Venture  Capital  Association 

Semiconductor  bidustrj  Association 


February  14,  1994 

Mr.  Arthur  Levitt,  Jr. 

Chairman 

Securities  and  Exchange  Commission 

450  Fifth  Street,  N.W. 

Washington,  D.C.   20549 

Dear  Chairman  Levitt: 

We  agree  with  the  remarks  you  recently  delivered  at  the 
Twenty- first  Annual  Securities  Regulation  Institute  regarding  the 
need  to  improve  the  current  private  securities  litigation  system. 
As  you  noted,  "there  are  indications  that  our  current  system  is 
flawed."  The  members  of  our  organizations  believe,  as  you  do,  that 
legislation  is  needed  to  ensure  that  the  system  operates  in  the 
best  interest  of  all  investors. 

In  your  speech  you  mentioned  several  legislative  measures  that 
you  support  and  indicated  that  other  proposals  deserve  serious 
consideration.  We  recently  sent  a  copy  of  the  enclosed  letter  to 
Senators  Dodd  and  Domenici  outlining  a  set  of  legislative  reforms 
endorsed  by  each  of  our  organizations.  These  provisions  are 
designed  to  discourage  the  filing  of  meritless  lawsuits,  without 
having  a  chilling  effect  on  meritorious  cases,  and  to  enhance 
shareholder  control  of  securities  litigation  and  over  the  lawyers 
who  represent  them.  We  hope  that  you  will  consider  our  proposals 
as  you  work  with  Senators  Dodd  and  Domenici  to  develop  legislation 
in  this  area. 

We  appreciate  your  interest  and  look  forward  to  working  with 
the  SEC  on  this  very  important  issue. 


Sincerely, 


Chairman  Levitt 
February  14,  1994 
Page  2 
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1/   The  ABC  is  made  up  of  100  chief  executive  officers  of  high- 
growth  companies  with  revenues  over  $25  million  and  serves  as  the 
voice  of  the  midsize,  high-growth  job  creating  sector  of  the 
economy. 

2/   The  AEA  represents  some  3.000  companies  in  44  states  that 
span  the  breadth  of  the  electronics  industry,  from  silicon  to 
software,  to  all  levels  of  computers  and  communication  networks, 
and  systems  integration. 

3./   The  AICPA  is  the  national  professional  organization  of  over 
310,000  CPAs  in  public  practice,  industry,  government,  and 
academia. 

4/   APTC  has  an  active  membership  of  over  500  corporations 
consisting  of  a  broad  cross  section  of  publicly  traded  companies, 
especially  those  traded  on  the  Nasdaq  National  Market. 

5/    For  more  than  69  years,  the  EIA  has  been  the  national  trade 
organization  representing  the  U.S.  electronics  manufacturers. 
Committed  to  the  competitiveness  of  the  American  producer,  EIA 
represents  the  entire  spectrum  of  companies  involved  in  the 
manufacture  of  electronic  components,  parts,  systems  and  equip- 
ment for  communications,  industrial,  government  and  consumer 
uses. 

6/   The  ITAA  is  a  major  trade  association  serving  the  informa- 
tion technology  industry  and  represents  over  2,400  direct  and 
affiliated  member  companies.   While  these  companies  combine 
hardware,  software  and  communications  technologies  to  offer 
different  products  and  services,  the  primary  value-added  compo- 
nents of  all  firms  remain  people,  software  and  information 
content. 

7/   The  NAM  is  a  voluntary  business  association  of  more  than 
12,000  member  companies  aind  subsidiaries,  large  and  small, 
located  in  every  state.   Members  range  in  size  from  the  very- 
large  to  the  more  thaji  9,000  smaller  manufacturing  firms,  each 
with  fewer  than  500  enqployees. 

^        The  NIRI,  now  in  its  25th  year,  is  a  professional  associa- 
tion of  2,300  corporate  officers  and  investor  relations  consul- 
tants responsible  for  communication  between  corporate  management . 
shareholders,  security  analysts  and  other  finaincial  publics. 
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2/    The  NVCA  is  made  up  of  200  professional  venture  capital 
orgamizations.   NVCA's  affiliate,  the  American  Entrepreneurs  for 
Economic  Growth,  represents  6,600  CEOs  who  run  emerging  growth 
companies  that  employ  over  760,000  people. 

ifl/   The  SIA  represents  the  $33  billion  U.S.  semiconductor 
industry  on  public  policy  and  industry  affairs.   The  industry 
invests  11%  of  sales  on  R&D  and  15%  of  sales  on  new  plant  and 
equipment  -  -  over  a  quarter  of  its  revenue  reinvested  in  the 
future  --  and  thus  seeks  to  in^rove  Americain's  ecjuity  capital 
markets . 
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American  Business  Conference 

American  Electronics  Association 

American  Institute  of  Certified  Public  Accountants 

Association  of  Publicly  Traded  Companies 

Electronic  Industries  Association 

Information  Technology  Association  of  America 

National  Association  of  Manufacturers 
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National  Venture  Ctqtital  Association 


December  20,  1993 


The  Honorable  Christopher  J.  Dodd 
United  States  Senate 
Washington,  DC   20510 

The  Honorable  Pete  V.  Domenici 
United  States  Senate 
Washington,  DC  20510 


Dear  Senators  Dodd  and  Domenici; 


We  fully  embrace  the  principles  set  out  in  your  statements  on 
November  20,  1993,  regarding  the  need  for  reform  of  the  private 
securities  litigation  system.  We  agree  with  Senator  Dodd  that  "the 
system  is  not  operating  as  it  should."  We  also  agree  with  Senator 
Domenici  that  "the  system  is  broken  and  reform  is  greatly  needed." 

At  hearings  held  this  summer,  several  members  of  the  Securi- 
ties Subcommittee  asked  for  specific  proposals  to  address  the 
shortcomings  of  the  current  system.  Since  then,  we  have  developed 
a  set  of  reforms  that  we  all  support.  Our  group  includes  associa- 
tions and  other  entities  representing  the  interests  of:  investors; 
high- technology,  growth  and  manufacturing  companies;  accounting 
firms;  and  others  interested  in  reform  of  the  securities  laws. 

The  goal  of  any  reforms,  as"  Senator  Dodd  eniphasized,  must  be 
CO  "protect  investor  interests,  while  trying  to  reduce  the  cost  of 
some  securities  litigation  so  it  is  not  an  impediment  to  capital 
formation."  In  your  statements,  you  discussed  the  need  for  two 
kinds  of  reforms. 

First,  as  Senator  Dodd  stated,  "we  need  to  strive  to  screen 
out  frivolous  securities  cases  and  coercive  settlements."  Second, 
"we  should  find  ways  to  give  investors  better  control  over 
securities  class-action  cases,  and  over  the  lawyers  who  represent 
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them. "  Senator  Domenici  expressed  the  same  concerns  when  he  noted 
that  "Congress  should  change  the  economics  of  filing  these  cases  so 
that  innocent  defendants  won't  be  pressured  into  settling"  and  that 
we  need  "reforms  which  closer  align  the  interests  of  the  plain- 
tiffs' class-action  lawyer  with  the  interests  of  his  clients." 

The  reforms  that  we  propose  reflect  both  of  these  basic 
objectives.  Because  we  view  these  reforms  as  a  package,  we  have 
not  ranked  them  in  any  priority  order. 

A.   Chancring  the  Economics  to  Discouracie  Frivolous  Suits 

1.  Pleading  Reforms:  Codify  the  rule,  already  adopted  by 
several  courts,  that  the  facts  allegedly  establishing 
that  Che  defendant  acted  with  intent  to  defraud  must  be 
pleaded  with  particularity.  In  addition,  certain  other 
specific  elements  should  be  pleaded  with  particularity 
(such  as  the  false  or  misleading  statements  at  issue,  and 
the  information  relied  on  in  allegations  based  on 
information  and  belief) . 

2.  Safe  Harbor  for  Forward -Looking  Statements;  The  securi- 
ties laws  should  be  reformed  by  limiting  the  liaibility  of 
companies  for  voluntary,  good  faith  disclosures  of  a 
predictive  or  forward-looking  nature.  The  plaintiff 
would  be  required  to  demonstrate  that  the  predictive  or 
forward-looking  statement  was  made  with  actual  knowledge 
of  falsity  and  with  intent  to  deceive. 

3.  Changes  in  Calculation  of  Damages:  The  securities  laws 
should  be  amended  to  incorporate  certain  principles  that 
would  improve  the  calculation  of  dcimages  and  prevent 
abusive  tactics  in  litigation.  A  fundamental  principle 
in  all  legal  contexts  is  mitigation  of  damages.  This 
principle  should  be  applied  by  codifying  the  general  rule 
capping  per-share  damages  at  the  maximum  price  decline  of 
the  security  immediately  following  the  disclosure  at 
issue.  This  principle  should  also  be  used  to  reduce 
dcunages  for  plaintiffs  who  continue  to  hold  a  security 
following  the  disclosure  at  issue,  since  the  price  often 
rebounds  and  makes  up  for  the  loss.  In  addition,  a 
methodology  should  be  established  for  courts  to  use  in 
order  to  eliminate  losses  resulting  from  market  volatili- 
ty. Another  importamt  principle  is  that  dcunages  should 
be  individualized.  This  concept  can  be  implemented  by 
making  clear  that  -  -  as  a  number  of  courts  have  held  -  - 
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damages  must  be  calculated  on  a  "per-share"  rather  than 
an  aggregate  basis. 

4.  Two-Tier  Proportionate  Liability:  Joint  emd  several 
liability  should  continue  to  apply  to  those  defendants 
found  to  have  engaged  in  knowing  fraud.  Other  defendants 
who  are  held  liable,  but  found  not  to  have  engaged  in 
knowing  fraud,  would  be  required  to  pay  the  amount  of 
damages  proportionate  to  the  harm  caused  by  their 
conduct. 

5.  Aiding  and  Abetting  Liability:  LicJtiility  should  be 
imposed  on  this  basis  only  where  the  defendant  acts 
deliberately  with  specific  knowledge  of  the  fraud  engaged 
in  by  the  primary  wrongdoer  and  for  his  own  direct 
pecuniary  benefit. 

6.  Offer  of  Settlement:  The  securities  laws  should  be 
amended  to  allow  either  party  to  offer  a  settlement,  and 
to  require  the  party  declining  the  settlement  (or  that 
party's  attorney)  to  pay  the  offeror's  costs  (including 
attorneys'  fees)  in  the  event  the  ultimate  judgment  is 
substantially  less  favoreible  to  the  party  declining  the 
offer.  This  approach  is  similar  to  litigation  reform 
statutes  enacted  by  states  such  as  Florida. 

7.  Optional  ADR:  Parties  in  a  shareholder  suit  would  have 
the  option  of  requesting  Early  Neutral  Evaluation  (a  form 
of  voluntary,  non- binding  ADR  used  in  several  Federal 
courts)  utilizing  special  securities  experts.  If  a  party 
refuses  to  submit  to  Early  Neutral  Evaluation  and 
subsequently  loses  in  court,  that  party  would  be  required 
to  pay  the  attorneys'  fees  of  the  prevailing  party  if  its 
case  is  not  "substantially  justified."  If  a  party  does 
submit  to,  but  is  not  satisfied  with  the  results  of. 
Early  Neutral  Evaluation,  it  could  taike  the  case  to 
court.  At  an  early  stage  of  the  court  proceeding,  the 
judge  would  evaluate  the  results  of  the  Early  Neutral 
Evaluation  and  any  other  information  the  parties  want  to 
submit.  If  the  party  that  did  not  agree  with  the  results 
of  Early  Neutral  Evaluation  does  not  have  a  case  that  is 
"substantially  justified,"  that  party  will  be  put  on 
notice  that  if  it  proceeds  with  its  case  and  loses,  it 
must  pay  the  attorneys'  fees  of  the  prevailing  party 
incurred  from  that  point  forward. 
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8.  Arbitration:  Corporations  would  be  allowed,  with  share- 
holder approval,  to  include  provisions  in  their  bylaws 
that  would  require  shareholder  claijns  under  the  securi- 
ties laws  to  be  handled  by  arbitration  or  ADR. 

9.  Standard  of  Proof:  Since  10b- 5  is  a  fraud  statute,  the 
plaintiff  should  have  to  prove  its  case  by  "clear  and 
convincing"  evidence. 

B.   Enhancing  Shareholder  Control  of  Litigation 

10.  Named  Plaintiff  Thresholds:  The  ncimed  plaintiffs  should 
be  recfuired  to  hold,  in  the  aggregate,  at  least  a  certain 
percentage  of  the  securities  at  issue. 

11.  Plaintiff  Steering  Conmittees:  As  in  bankruptcy  cases, 
the  court  would  be  authorized  to  appoint  a  committee  of 
shareholders  made  up  of  those  with  the  largest  claims  at 
stake.  The  committee  could  supervise  class  counsel  and 
take  greater  control  of  the  litigation,  with  safeguards 
to  ensure  that  the  litigation  would  not  be  unduly 
delayed. 

12.  Prohibitions  Against  Litigation  Abuses;  Practices  such 
as  payments  of  bounties  to  naimed  plaintiffs  and  payments 
of  referral  fees  to  third  parties  should  be  barred. 
Doing  so  will  help  ensure  that  the  named  plaintiffs  have 
a  real  stake  in  the  litigation  and  do  not  serve  as  mere 
pawns  of  the  entrepreneurial  class -action  attorney. 

We  believe  that  this  set  of  reforms,  applicadDle  to  pendent 
state  claims  as  well,  will  go  a  long  way  toward  accomplishing  the 
goals  that  you  have  identified.  We  are  committed  to  achieving 
reform  of  the  securities  litigation  system.  To  that  end,  we  look 
forward  to  working  with  you  as  you  seek  to  craft  a  bill  that  will 
solve  some  of  the  problems  in  this  area. 


Sincerely, 
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1/   The  ABC  is  made  up  of  100  chief  executive  officers  of  high- 
growth  companies  with  revenues  over  $25  million  and  serves  as  the 
voice  of  the  midsize,  high-growth  job  creating  sector  of  the 
economy. 

2/   The  AEA  represents  some  3,000  companies  in  44  states  that 
span  the  breadth  of  the  electronics  industry,  from  silicon  to 
software,  to  all  levels  of  computers  and  communication  networks, 
and  systems  integration. 

3./   The  AICPA  is  the  national  professional  organization  of  over 
310,000  CPAs  in  public  practice,  industry,  government,  and 
academia . 

4/   APTC  has  an  active  membership  of  over  500  corporations 
consisting  of  a  broad  cross  section  of  publicly  traded  companies, 
especially  chose  traded  on  the  Nasdaq  National  Market. 

5./    For  more  than  69  years,  the  EIA  has  been  the  national  trade 
organization  representing  the  U.S.  electronics  manufacturers. 
Committed  to  the  competitiveness  of  the  American  producer,  EIA 
represents  the  entire  spectrum  of  companies  involved  in  the 
manufacture  of  electronic  components,  parts,  systems  cmd  equip- 
ment for  communications,  industrial,  government  and  consiamer 
uses . 

6/   The  ITAA  is  a  major  trade  association  serving  the  informa- 
tion technology  industry  and  represents  over  2,400  direct  and 
affiliated  member  companies.   While  these  companies  combine 
hardware,  software  and  communications  technologies  to  offer 
different  products  and  services,  the  primary  value-added  con^o- 
nents  of  all  firms  remain  people,  software  and  information 
content. 

7/    The  NAM  is  a  voluntary  business  association  of  more  than 
12,000  member  companies  and  subsidiaries,  large  and   small, 
located  in  every  state.   Members  range  in  size  from  the  very 
large  to  the  more  than  9,000  smaller  manufacturing  firms,  each 
with  fewer  than  500  employees. 

S,/    The  NIRI,  now  in  its  25th  year,  is  a  professional  associa- 
tion of  2,300  corporate  officers  and  investor  relations  consul- 
tants responsible  for  communication  between  corporate  immagement, 
shareholders,  security  analysts  and  other  fineincial  publics. 

gy    The  NVCA  is  made  up  of  200  professional  venture  capital 
organizations.   NVCA's  affiliate,  the  American  Entrepreneurs  for 
Economic  Growth,  represents  6,600  CEOs  who  run  emerging  growth 
companies  that  employ  over  760,000  people. 
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Mr.  Markey.  Mr.  Lukomnik. 

Mr.  Lukomnik.  Thank  you. 

I  began  by  agreeing  with  Chairman  Levitt  of  the  SEC  that  there 
is  a  lot  of  heat  and  not  much  light.  I  think  this  hearing  is  evidence 
of  that. 

Sometimes  there  has  been  light.  I  don't  mean  to  imply  that  there 
hasn't  been,  but  there  has  been  a  lot  of  heat,  too. 

I  would  urge  that  we  look  at  the  substantive  issues  that  have 
been  raised  here.  And  I  thank  you,  Mr.  Chairman,  for  trying  to 
focus  on  it,  rather  than  the  characterizations  of  one  side  or  the 
other. 

I  would  urge  you  to  consider  investors.  The  whole  system  is  de- 
signed to  bolster  investor  confidence.  The  deterrent  effect  of  law- 
suits, as  you  point  out,  is  great.  A  chilling  effect  on  market  disclo- 
sure would  lead  to  imperfect  markets,  that  is  not  good.  And  the 
way  the  settlements  are  structured,  I  believe,  does  not  protect  in- 
vestors. 

I  commend  to  you  the  five  specific  recommendations  I  made  to 
extend  the  statute  of  limitations  on  these  cases,  to  consider  alter- 
native dispute  resolution,  to  go  to  a  percentage  recovery  basis  for 
lawyers  fees  so  as  to  align  the  interest  of  lawyers  with  their  osten- 
sible clients,  to  somehow  end  this  race  to  the  courthouse,  and  to 
improve  disclosure  and  settlement  notices. 

One  other  substantive  issue  that  I  believe  came  up  was  the  possi- 
bility of  dealing  with  what  can  best  be  called  professional  plaintiffs, 
whether  that  is  through  a  certification  or  other  qualification,  I 
don't  know. 

And  finally,  in  terms  of  being  at  the  largest— the  latest  running 
hearing,  I  said  that  I  regretted  that  Comptroller  Hevesi  couldn't  be 
here.  I  am  sure  he  doesn't,  and  I  thank  you  for  your  indulgence. 

Mr.  Markey.  Thank  you.  I  appreciate  it. 

Mr.  Smith,  what  law  firm,  by  the  way,  defended  you  in  that  suit? 

Mr.  Smith.  That  was  Hale  and  Dorr. 

Mr.  Markey.  Hale  and  Dorr  from  Boston? 

Mr.  Smith.  Yes. 

Mr.  Markey.  Very  good  law  firm. 

Mr.  Smith.  Mr.  Rudman  gives  his  regards. 

Mr.  Markey.  Excellent,  excellent  legal  defense. 

Mr.  Smith.  Mr.  Chairman,  I  want  to  stay,  thank  you  very  much 
for  your  particular  interest  in  Exabyte  Corporation  here.  In  fact,  in 
some  ways,  I  wish  we  couldn't — not  you  and  I,  but  the  dialogue 
could  not  have  occurred  earlier  in  the  case.  There  is  nothing  what- 
soever I  am  concerned  or  ashamed  about  in  our  particular  fact  pat- 
tern. 

I  just  want  to  make  sure  that  you  appreciate  that,  and  I  think 
had  I  had  the  opportunity  to  communicate  that,  we  would  have 
saved  quite  a  bit  of  unnecessary  fees,  et  cetera,  from  both  sides  of 
the  action. 

And  in  that  regard,  these  cases  are  what  we  are  talking  about, 
are  pretty  easy  to  bring,  extremely  simple  to  bring.  In  some  cases, 
I  am  not  accusing  Milberg,  Weiss  of  this.  I  think  it  is  the  firms' 
duty  to  investigate.  We  actually  read  in  the  morning's  newspaper, 
the  fact  that  these  complaints  can  be  brought  so  easily,  the  dif- 
ficulty of  getting  to  the  merits;  the  need  for  some  kind  of  adult  su- 
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pervision  at  the  front  end  of  these  things,  I  think,  is  absolutely  es- 
sential. 

Yes,  we  did  have  a  good  result  in  our  12b-6,  but  what  Mr.  Simon 
has  indicated  in  a  different  context,  that,  referring  to  the  Exabyte 
case,  it  could  have  been  different  in  a  different  jurisdiction.  That 
is  particularly  what  concerns  me.  It  could  be.  I  don't  know  how  to 
behave  differently  in  the  same  fact  pattern  that  would  avoid  these 
suits. 

To  tell  the  truth  is  such  a  kind  of  superficial  answer,  in  my  opin- 
ion, to  that.  There  is  so  much  more  to  it.  You  get  second  guessing 
all  the  time  by  these  private  actions.  And  I  would  just  like  to  see 
a  distinction  between  the  Crazy  Eddies  of  the  world  and  the 
Exabytes  of  the  world. 

Mr.  Markey.  Mr.  Griffm. 

Mr.  Griffin.  Mr.  Chairman,  thank  you  for  inviting  NASAA  to 
testify  here  today.  Securities  regulations  cast  professionals,  ac- 
countants and  lawyers  in  the  role  of  guards  at  the  gate.  And  if 
there  is  a  breach  owing  to  the  lack  of  the  guard's  vigilance,  the 
guard's  exposure  ought  to  reflect  the  harm  to  investors  caused  by 
that  lack  of  vigilance.  It  is  pointless,  and  more  importantly,  bad 
policy  to  limit  the  guard's  exposure  to  the  extent  of  the  guard's  own 
participation  in  the  sacking  of  the  town  or  merely  docking  him  a 
day's  pay  for  falling  asleep  on  the  job. 

If  I  were  to  emphasize  three  points  for  the  committee,  I  would 
first  encourage  you  to  fix  the  Lampf  decision.  Investors  have  been 
too  long  without  a  workable  statute  of  limitations.  I  think  that  is 
a  forgone  conclusion. 

I  would  also  encourage  you  to  fix  the  Central  Bank  decision 
which  allows  people  who  materially  assist  in  a  fraud  to  go  free,  and 
I  would  also  urge  you  that  whatever  else  you  do,  you  do  cautiously 
and  that  you  act  in  the  best  interests  of  investors  and  you  will  see 
the  benefit  to  the  capital  markets  in  that  course  of  action. 

Thank  you. 

Mr.  Markey.  Thank  you. 

And  you,  Mr.  Simon. 

Mr.  Simon.  Three  points  briefly,  Mr.  Chairman,  and  thank  you 
for  inviting  us  and  letting  us  talk  so  long. 

First  point,  to  return  to  Exabyte  one  more  moment.  The  issue  is 
not  whether  that  case  should  have  been  won  or  lost.  The  issue  real- 
ly is  under  the  English  rule,  should  an  investor  have  had  to  pay 
$100,000  for  losing  that  case.  Let  me  suggest,  that  based  on  the 
facts  we  have  all  talked  about  today,  that  for  an  average  investor 
to  have  to  risk  $100,000  of  his  money  to  bring  the  case  is  wrong. 

Point  number  two,  the  joint  and  several  liability.  Mr.  Cook  says 
that  he  is  more  careful  about  taking  clients  now.  That  would  have 
saved  the  Lincoln  Savings  investors  $50  or  $75  million.  He  took, 
his  company  took  Lincoln  Savings  as  a  client  after  Arthur  Young 
had  resigned  and  Arthur  Andersen  had  resigned,  and  if  Charlie 
Keating  had  no  auditor,  he  would  have  been  out  of  business  and 
would  not  have  sold  the  last  $50  million  in  his  bonds. 

So  joint  and  several  liability  makes  a  bet-the-company  propo- 
sition. Let's  make  the  decision  to  go  to  work  for  Charlie  Keating, 
a  bet-the-company  decision.  They  bet  the  company  when  they  got 
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in  bed  with  Charles  Keating  and  they  should  be  required  to  bet  the 
company  if  they  choose  to  go  to  trial  in  that  case. 

Final  point,  to  return  again  to  this  pennies  on  the  dollar,  which 
I  think  is  a  very  unfair  criticism  of  us,  but  if  the  claims  are  settling 
for  less  than  the  members  of  the  subcommittee  want,  strengthen 
the  law.  Pennies  on  the  dollar  are  not  going  to  get  better  by  mak- 
ing the  law  weaker,  but  only  by  making  the  law  stronger. 

Thank  you  very  much. 

Mr.  Makkey.  Thank  you. 

We  thank  each  of  you  as  well.  We  are  nearing  the  end  of  the  leg- 
islative year.  We  have  health  care,  crime,  our  telecommunications 
bill,  welfare  reform  still  may  come  up. 

I  would  like  to  resolve  the  issues  that  are  related  to  this  particu- 
lar subject,  but  clearly  they  are  very  complex  and  contentious.  We 
are  going  to  continue  to  work  with  all  the  parties  that  presented 
their  views  here  today  and  others.  But  I  hope  that  you  would  be 
understanding  with  us."  It  is  already  being  communicated  to  each 
member  from  the  Speaker's  Office  that  they  are  looking  only  now 
for  bills  that  can  be  put  on  suspension,  in  addition  to  those  that 
have  already  been  mentioned  by. me,  and  others  that  are  controver- 
sial and  moving  through  the  process. 

So  we  would  like  to  work  with  you  to  try  to  find  those  areas 
where  perhaps  we  can  move  with  some  agreement,  but  understand 
the  limitations  on  having  major  controversial  issues  being  slugged 
out  on  the  Floor  of  the  House  of  Representatives  or  Senate  at  this 
late  date.  They  are  not  even  quite  sure  they  are  going  to  have 
enough  time  to  finish  the  health  care  bill  in  the  Senate,  much  less 
issues  that  could  be  of  this  level  of  contention  as  well. 

But  nonetheless,  we  are  very  interested  in  working  with  all 
sides.  They  each  have  particular  pieces  of  legislative  reform  that 
they  would  like  to  see  move,  and  if  it  could  be  accommodated,  we 
would  like  to,  but  we  understand  the  logistical  difficulties  attached 
to  it. 

With  that,  we  thank  each  of  you  for  your  forbearance  today. 

[Whereupon,  at  3:25  p.m.,  the  subcommittee  was  adjourned.] 

[The  following  material  was  received  for  the  record:] 
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STANFORD  LAW  SCHOOL 
September  30,  1994 


The  Honorable  Edward  J.  Markey 

Chairman,  Subcommittee  on  Telecommunications  and  Finance 

Committee  on  Energy  and  Commerce 

United  States  House  of  Representatives 

Washmgton,  DC 

Dear  Chairman  Markey: 

On  August  10,  1994,  I  had  the  honor  to  testify  before  the  Subcommittee  on 
Telecommunications  and  Finance  on  the  subject  of  securities  fraud  litigation.  I  enclose  a  revised 
copy  of  my  testimony,  as  I  mentioned  in  my  introductory  oral  remarks  at  the  hearing. 
Additionally,  I  also  enclose  a  copy  of  my  recent  article,  "The  Value  of  Bad  News  in  Secunties 
Class  Actions,"  which  discusses  (in  Part  III)  some  of  the  studies  that  were  cited  at  the  hearing, 
and  at  the  Senate  hearings  last  year. 

I  recently  received  a  copy  of  testimony  submitted  at  the  afternoon  hearing  on  the 
same  day  by  Mr.  Leonard  Simon.  In  his  prepared  testimony,  Mr.  Simon  indicated  that  he  had 
submitted  to  the  Committee  a  separate  critique  of  my  1991  study  of  securities  class  actions 
settlements.  The  Committee's  staff  has  advised  me  that  no  additional  materials  answering  this 
description  were  submitted  by  Mr.  Simen.  If  such  a  critique  of  my  study  was  in  fact  submitted. 
I  would  appreciate  having  the  opportunity  to  review  it  and  respond  to  any  factual  inaccuracies 
it  may  contain. 

Two  factual  points  were  raised  at  the  hearing  which  I  should  like  to  mention.  One 
was  Professor  Seiigman's  statement  that  40  percent  of  securities  class  actions  are  dismissed  on 
motion  before  trial.  Professor  Seiigman's  figure  was  based  in  part  on  data  submitted  on  suits 
against  accounting  firms,  and  in  part  on  data  submitted  by  the  Milberg,  Weiss  firm.  The 
accounting  firm  study  considered  a  suit  dismissed  if  the  accountant  defendants  were  dismissed 
from^e  case,  even  though  the  lawsuit  itself  continued  against  other  defendants.  This  is  not  an 
uncommon  occurrence.  With  regard  to  the  Milberg,  Weiss  data,  the  Staff  Report  on  the 
hearings  before  Senator  Dodd's  Subcommittee  on  Securities  of  the  Senate  Committee  on 
Banking,  Housing  and  Urban  Affairs  states  that  according  to  the  information  submitted  by 
Milberg,  Weiss,  only  18  of  229  lawsuits  had  been  dismissed  on  motion  (10  of  which  dismissals 
were  on  appeal),  and  an  additional  21  suits  were  voluntarily  dismissed.  Staff  Report,  Private 
Securities  Litigation  at  34  and  n.8i.  These  figures  indicate  a  dismissal  rate  of  substantially  less 
than  40  percent. 

The  second  point  concerns  the  question  whether  securities  class  action  litigation 
is   different    from   ordinary    litigation.      The   available   data   clearly    indicate    that   it    is. 
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Approximately  70  percent  of  litigation  in  federal-courts  is  settled  or  abandoned;  fully  30  percent 
is  resolved  by  adjudication,  either  at  or  before  trial.'  By  contrast,  the  Dunbar  &  Juneja  study 
of  334  securities  class  actions,  which  forms  a  part  of  the  record  before  the  Subcommittee,  shows 
that  only  16.S  percent  were  resolved  by  dismissal  or  judgment.^ 

Indeed,  the  difference  is  even  greater  than  it  appears  from  these  figures,  because 
the  Yeazell  study  of  federal  court  litigation  counted  voluntary  dismissals  and  default  judgments 
as  'settled  or  abandoned,*  while  Dunbar  and  Juneja  included  such  resolutions  in  'dismissals  or 
judgments.*  Such  dispositions  do  not  reflect  resolution  of  the  case  by  adjudication  or  even  over 
the  opposition  of  the  plaintiffs,  and  they  therefore  do  not  show  a  system  that,  independentiy  of 
plaintiffs'  lawyers,  is  dealing  with  cases  on  their  merits.  If  the  Dunbar  and  Juneja  figures  were 
adjusted  to  include  only  true  adjudications,  the  disparity  between  securities  class  action  litigation 
and  the  rest  of  the  business  of  the  federal  courts  would  be  seen  to  be  even  greater. 

Clearly,  adjudication  is  much  less  common  in  securities  class  action  litigation  than 
in  federal  litigation  generally.  This  scarcity  of  adjudication  increases  the  danger  that  cases  will 
be  resolved  on  some  basis  other  than  the  merits. 

Thank  you  again  for  giving  me  the  opportunity  to  testify  before  the  Subcommittee. 

Sincerely, 


^A 


(      Janet  Cooper  Alexander 
V.>Professor  of  Law 


'Stephen  C.  Yeazell,  The  Misunderstood  Consequences  of  Modem  Ovil  Process,  1994 
Wise.  L.  REV.  631,  638.  662  (1994). 

'Frederic  C.  Dunbar  &  Vinita  M.  Juneja,  National  Economic  Research  Associates,  RECEffr 
Trends  II:  What  Explains  Settlements  in  Shareholder  Class  actions?  (October 
1993). 
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August  17,  1994 


Timothy  J.  Forde,  Esq. 
Telecommunications  &  Finance  Subcommittee 
316  Ford  House  Office  Building 
Washington.  D.C.  20515 

Dear  Mr.  Forde: 


On  March  15,  1994,  I  wrote  to  you  to  provide  a  factual  summary  of  the  $338 
million  verdict  rendered  against  Price  Waterhouse  in  May,  1992.  The  action  arose  out  of 
the  January,  1987  purchase  by  Union  Bancorp  of  California  of  United  Bankcorp  of 
Arizona.  The  summary  was  provided  to  you  in  connection  with  the  Subcommittee  on 
Telecommunications  and  Finance  ("Subcommittee")  review  of  several  securities  litigation 
reform  proposals. 

1  understand  the  Subcommittee  held  hearings  last  week  and  in  late  July  focusing  on 
the  need  for  and  merits  of  these  reform  proposals.  During  the  hearings,  representatives 
of  the  accounting  and  legal  professions  testified  that  the  current  Joint  and  several  liability 
standard  results  in  their  being  subjea  to  disproportionate  liability.  In  addition, 
representatives  of  businesses  which  were  sued  on  securities  fraud  grounds  testified  as  to 
the  dire  consequences  of  what  they  characterized  as  this  "frivolous"  litigation.  I  also 
understand  that  Congressman  Tauzin,  in  his  opening  statement  in  last  month's  hearing, 
highlighted  the  case  of  a  company  which  was  sued  repeatedly  on  securities  fraud  grounds. 

After  reviewing  some  of  the  statements  from  witnesses  and  other  reports  of  the 
Subcommittee  hearings,  I  respectfully  request  that  you  consider  inserting  into  the  record 
of  the  August  10  hearing  the  factual  summary  which  I  provided  you  last  March.  Although 
the  case  against  Price  Waterhouse  was  not  predicated  K^n  Section  10(b),  the  facts  of  the  case 
would  have  supported  a  10(b)  claim.  In  fact,  one  of  the  counts  against  Price  Waterhouse 
was  brought  on  a  nearly  identical  Arizona  statute.  The  facts  of  the  Price  Waterhouse  case 
provide  a  compelling  case  study  of  the  harm  to  investors  and  other  plaintiffs  in  these 
actions  that  results  when  the  public  watchdog  function  performed  by  accountants  and 
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lawyers  breaks  down.  Indeed,  for  every  "horror  story"  such  as  that  outlined  by 
Congressman  Tauzin  in  the  July  hearing,  there  are  several  examples  of  equally  egregious 
behavior  on  the  pan  of  the  professionals  who  are  seeking  relief  from  liability. 

Thank  you  in  advance  for  your  consideration  of  this  request.  If  I  can  be  of  further 
assistance,  or  if  you  require  additional  information,  please  do  not  hesitate  to  contact  me 
at  the  above  number. 


Very  truly  yours, 

BEUS,  GILBERT  &  MORRILL.  P.L.L.C. 


Leo  R.  Beus 
LRB:slf 


K:tuai.nuMcooinv\i.BM<ciu» 
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BACKGROUND  TO  $338  MILLION  VERDICT 
AGAINST  PRICE  WATERHOUSE 

I.  Overview. 

June  3,  1991,  marked  the  beginning  of  the  longest  jury  trial  in  Arizona  history.  During 
the  following  eleven  months,  plaintiffs  (referred  to  collectively  as  "Standard  Chartered")  put  on 
evidence  of  audits  fraught  with  negligence,  omissions,  and  misrepresentations,  and  ending  in  an 
attempt  to  conceal  its  shoddy  work.  The  causal  result  --  damages  to  Standard  Chartered 
amounting  to  $338  million.  Standard  Chartered's  losses  arose  out  of  the  January,  1987  purchase, 
through  its  subsidiary  Union  Bancorp  of  California  ("Union"),  of  United  Bancorp  of  Arizona 
("United  Bank").  Union  bought  United  Bank  in  reliance  on  PWs  representations.  Testimony  at 
tnal  proved  that  neither  Standard  Chartered  nor  its  subsidiary  Union  would  have  made  the 
purchase  without  PWs  involvement  and  without  PWs  favorable  reports  on  United  Bank's 
fmancial  condition. 

PW  audit  reports  and  representations  confirmed  that  United  Bank  was  one  of  the  top  ten 
perfonning  banks  in  the  country,  having  experienced  twelve  consecutive  years  of  record  growth 
in  income;  that  PW  had  audited  United  Bank's  financial  statements  for  each  of  the  twelve  years 
in  accordance  with  professional  auditing  standards  (dubbed,  "Generally  Accepted  Auditing 
Standards"  or  "GAAS");  that  those  financial  statements  fairly  presented  the  financial  condition  of 
the  bank;  and  that  the  financial  tests,  upon  which  the  closing  was  contingent,  had  been  met.  As  a 
result,  on  January  8,  1987,  Union  paid  $335  million  to  buy  what  it  thought  was  a  top  quality 
bank. 

Immediately  after  the  closing,  massive  loan  losses  surfaced,  causing  the  bank's  pre-tax 
income  to  plummet  from  $23  million  first  reported  for  1986  to  negative  $21  million  in  1987. 
Indeed,  the  FDIC  termed  United  Bank's  loan  loss  reserves  as  of  mid-1987  "grossly  imderstated" 
and  uncovered  loan  losses  and  internal  control  problems  PW  had  either  ignored  or  had  not 
discovered.  As  these  problems  were  coming  to  light.  Standard  Chartered  began  the  process  of 
selling  United  Bank.  Standard  Chartered  signed  an  agreement  on  January  28,  1988,  to  sell 
United  Bank  to  Citibank  at  a  huge  loss.  That  transaction  closed  in  June,  1988. 

-I- 
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Testimony  at  tnal  showed  that  PW  auditors  had  not  discovered  or  disclosed  United 
Bank's  loan  losses  and  internal  control  problems  before  closing  because  they  were  negligent  in 
failing  to  comply  with  GAAS  or  with  their  own  internal  auditing  standards.  For  example,  PW 
used  inexpenenced  staff  auditors  with  little  or  no  meaningful  training  or  supervision  to  evaluate 
the  collectibility  of  the  bank's  major  loans.  All  agreed  that  the  evaluation  of  the  bank's  loans  was 
ihe  most  sensitive  and  important  audit  task.  In  the  words  of  Price  Waterhouse's  audit  expert: 
"The  loans  are  where  the  action  is."  Yet  PW  relegated  this  demanding  task  to  some  of  its  least 
experienced  staff  members;  in  some  cases  auditors  who  did  not  appreciate  the  difference  between 
a  borrower's  gross  and  net  income. 

Similarly,  the  unseasoned  staff  auditors  did  not  know  how  to  analyze  a  borrower's 
financial  condition,  did  not  know  how  to  assess  whether  a  loan  had  been  properly  approved  and 
did  not  understand  what  information  to  enter  onto  the  PW  workpapers.  Moreover,  PW  audit 
supervisors  —  the  managers  and  paitner  —  failed  to  critically  review  the  information  gathered  by 
the  young  staff  auditors  or  to  double  check  its  accuracy.  Indeed,  the  long-standing  PW  partner  in 
charge  of  the  United  Bank  audits  for  rrjany  years  testified  he  himself  had  never  looked  at  even 
one  of  United  Bank's  loan  files. 

As  a  result  of  PWs  negligence,  loan  losses  totaling  more  than  $60  million  went 
undetected  and  undisclosed  in  198S  and  1986.  In  addition,  massive  internal  control  weaknesses 
were  never  reported  or  revealed.  Had  these  losses  been  disclosed  Union  would  have  aborted  the 
United  Bank  purchase. 

During  the  eleven  month  trial,  PW  attempted  to  refute  plaintiffs'  claims,  contending, 
among  other  things,  that  they  had  met  the  professional  standards  that  the  plaintiffs  had  not  relied 
on  PWs  work,  and  that  other  factors,  including  the  Arizona  real  estate  market,  had  caused 
plaintiffs'  losses.  PW  spared  no  expense.  For  example-,  they  paid  a  Coopers  &  Lybrand  expert 
wimess  approximately  S2  million  in  an  attempt  to  support  their  audit  work.  They  paid  Chicago- 
based  LexecoTL,  Inc.  approximately  $1.5  million  to  "attack"  plaintiffs'  damage  analysis. 
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After  a  week  and  a  half  of  deliberations,  the  jury  rejected  PWs  defenses  and 
determined  --  based  upon  the  evidence  presented  —  that  plaintiffs  had  justifiably  relied  upon 
PW.  that  PW  was  negligent  and  had  made  misrepresentations  of  fact,  and  that  PW  had  caused 
plaintiffs  $338  million  in  damages.  With  respect  to  Union's  tort  claims  against  PW,  the  jury 
assessed  Union  with  15%  comparative  negligence. 
II.         The  Role  of  Auditors. 

Trial  testimony  highlighted  how  the  role  of  the  Certified  Public  Accountant  has 
developed.  Exf>ert  testimony  described  how,  as  a  result  of  the  stock  market  crash  in  1929, 
Congress  passed  laws  requiring  publicly  traded  companies  to  file  their  financial  statements  with 
the  SEC.  To  add  reliability  to  the  financial  statements,  it  was  initially  proposed  that  government 
auditors  be  required  to  audit  the  books  of  all  publicly  traded  companies.  Accounting  firms  like 
PW,  however,  ultimately  convinced  Congress  that  certified  public  accountants,  not  government 

auditors,  should  perform  that  role: 

The  decision  that  the  Commission  and  investors  should  rely  on  independent  public 
accountants  for  the  audit  of  financial  statements  was  made  by  Congress  when  it  enacted 
the  Securities  Act  in  the  1930's., 

PW  SRC  Manual:  SFC  Codification  of  Financial  Reporting  Policies.  Section 

601.01. 

The  United  States  Supreme  Court  emphasized  this  important  public  role  of  auditors  in  a 

unanimous  decision  handed  down  in  1986.  The  court  characterized  the  role  or  auditors  as  that  of 

a  "public  watchdog": 

By  certifying  the  public  reports  that  collectively  depict  a  corporation's  financial 
stams,  the  independent  auditor  assumes  a  public  responsibility  transcending  any 
employment  relationship  with  the  client.  The  independent  public  accountant 
performing  this  special  function  owes  ultimate  ediegiance  to  the  corporation's 
creditors  and  stockholders,  as  well  as  to  the  investing  public. 

United  State;  v    Arthur  Yntiny.  465  U.S.  805,  817-818  (1984)  (9-0  decision)  (emphasis  in 
original). 
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The  court's  explanation  tracks  official  SEC  policy,  as  quoted  in  PW's  own  internal 

manuals: 

Through  his  audit  and  certification,  the  auditor  provides  the  means  for 
independently  checking  and  confirming  the  information  reported  by  corporations. 
Independence  is  thus  of  vital  importance  to  investors,  creditors,  agencies  of 
government  and  others  who  rely  on  the  public  accountant's  opinion  that  financial 
statement  fairly  reflect  the  financial  position  and  results  of  operations  of  the 
enterpnse  which  he  has  audited. 

PW  SEC  Manual:  SEC  Codification  of  Financial  Reporting  Policies.  Section  601.01.     This 

"assurance  of  an  outside  expert's  examination  and  opinion,"  according  to  the  SEC,  "substantially 

increases  the  reliability  of  financial  statements."     PW  SEC  Manual;   SEC  Codification  of 

Financial  Reporting  Policies.  601.02. 

P  Ws  own  expert  auditor,  an  individual  who  holds  the  Price  Waterhouse  chair  of  auditing 
at  the  University  of  Arizonii,  largely  agreed  with  this  assessment  When  asked  whether  Union 
could  "reasonably  rely"  on  the  audited  fmancial  information  of  United  Bank  in  purchasing  the 
bank,  the  expert  testified  that  "if  you  have  audited  financial  statements,  that's  a  part  of  the 
package  of  things  you  should  rely  on,  should  use."  Indeed,  he  testified  that  the  very  reason 
financial  statements  are  prepared  by  management  with  an  auditor's  opinion  attached  to  them  is 
"for  the  purpose  of  reliance  by  outside  users. 
III.        PW's  Failure  To  Properly  Audit  United  Bank. 

The  bank  auditor's  primary  task  is  to  determine  whether  the  bank's  financial  statements 
accurately  reflect  the  amount  of  loss  in  the  loan  portfolio,  because  loans  constitute  the  biggest 
part  of  a  bank's  assets.  For  example,  in  1985,  $1,400,000,000  of  United  Bank's  $2,100,000,000 
in  assets  were  loans.  At  United  Bank,  to  the  extent  a  specific  loan  was  identified  as  being 
uncollectible,  the  bank  required  a  corresponding  reduction  in  the  bank's  income. 

Evaluation  of  the  collectibility  of  the  bank's  loan  portfolio  requires  the  auditor  to 
understand  and  test  the  bank's  internal  contmls  in  the  lending  area.  Internal  controls  include 
items  such  as  the  bank's  loan  approval  process,  loan  underwriting,  loan  review,  and  loan 
documentation.    The  purpose  of  these  internal  conux)ls  is  to  safeguard  the  bank's  assets  and  to 
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provide  reliable  financial  statements.  If,  after  testing,  the  auditor  concludes  the  bank's  lending 
internal  conu-ols  are  strong  and  carefully  followed,  an  auditor  may  rely  upon  them  to  reduce  the 
number  of  individual  loan  files  reviewed.  If  the  internal  controls  are  weak,  the  auditor  must 
increase  the  number  of  loan  files  reviewed. 

According  to  professional  literature,  the  auditor  m  "t  review  individual  loan  files  not 
only  to  evaluate  how  well  the  bank's  internal  controls  are  functioning,  but  also  to  gain  assurance 
that  "management  has  identified  and  considered  all  significant  loans  with  credit  weaknesses  or 
other  types  of  collection  problems."  In  the  colorful  language  of  a  Peat  Marwick  audit  partner, 
when  auditing  a  bank,  "you  could  talk  about  prepaid  assets  till  you  know  what  freezes  over,  but 
you  damn  well  better  talk  about  loans." 

Experienced  auditors  must  perform  this  high  risk  area  of  the  bank  audit:  "Because  of  the 
subjective  nature  of  the  loan  review  process,  experienced  audit  personnel,  preferably  with  prior 
bank  auditing  experience  and,  if  necessary,  with  knowledge  of  the  industries  in  which  the  bank's 
loans  are  concentrated,  should  closely  supervise  or  perform  this  section  of  the  audit." 

In  evaluating  whether  the  bank  had  accurately  estimated  the  collectibility  of  United 
Bank's  loan  portfolio  in  198S  and  1986,  the  years  critical  to  Union's  acquisition  of  United  Bank, 
P  W  violated  each  of  the  ten  GAAS  t^tandards  The  jury  heard  a  multitude  of  P  Ws  audit  failings. 
A  few  examples  of  GAAS  violations  follow.' 

1.  PW  Audit  Partner-in-Charge 

The  PW  paitner-in-charge  of  the  United  Bank  audit  during  1985  and  1986  and  for  more 
than  ten  years  prior,  testified  that  during  this  entire  period  he  had  never  once  looked  at,  let  alone 


'Although  commentary  on  GAAS  includes  hundreds  of  pages,  there  are  ten  basic  GAAS 
standards.  Among  other  things,  the  ten  GAAS  standards  require  that  the  auditor  be  prnfirirtu 
with  adequate  technical  training.  The  auditor  must  maintain  an  independent  mental  attitude  and 
must  exercise  due  professional  care.  The  audit  itself  must  be  properly  planned  and  the  staff  must 
be  properly  supervised.  In  conducting  the  audit,  the  auditor  must  evaluate  the  company's  intpm^l 
controls  to  determine  the  scope  of  his  audit  and  must  gather  sufficient  evidence  to  support  the 
audit  opinion. 
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reviewed,  a  single  loan  file.  In  performing  the  annual  audits,  he  never  read  the  most  recent  FDIC 
exammation  report  of  United  Bank,  was  unfamiliar  with  the  contents  of  United  Bank's  loan  files, 
never  attended  a  course  related  to  bank  auditing,  and  never  saw  United  Bank's  calculation  of  its 
estimate  of  loss  in  its  portfolio. 

The  PW  partner-in-charge  admitted  that  he  did  not  know  how  the  segregation  of  duties  in 
the  bank's  lending  operations  occurred,  did  not  know  if  the  bank  had  information  available  to 
show  total  loans  to  a  single  borrower,  had  never  read  the  bank's  entire  loan  policy  manual  and 
never  reviewed  the  minutes  of  United  Bank's  Senior  Loan  Committee.  Referring  to  the  PW 
parmer-in-charge's  lack  of  knowledge,  Standard  Chartered's  auditing  expert  responded:  "That 
astonishes  me." 

2.  PW  Staff  AccountanL 

PW  assigned  significant  responsibility  to  a  second  year  PW  staff  accountant  who  had 
never  looked  at  a  commercial  loan  file  prior  to  working  on  the  1 986  audit.  The  loan  files  were 
"overwhelming"  to  her  even  though  she  was  the  only  PW  audit  member  who  reviewed  a  large 
percentage  of  the  commercial  loans  that  PW  had  selected  for  testing.  The  staff  accountant,  (not 
yet  a  CPA)  lacked  the  proficiency  and  technical  training  to  perform  these  loan  reviews. 

When  reviewing  the  bank's  loan  files,  she  was  required  to  fill  out  a  PW-prepared  form 
worksheet  called  a  "Loan  File  Review,"  which  was  then  included  in  PWs  1986  workpapers  for 
review  by  her  superiors.  This  worksheet  contained  a  space  for  the  borrower's  "Annual  Income" 
which,  for  a  corporate  borrower,  called  for  annual  osi  income.  Confusing  net  income  with  gross 
income  during  her  loan  file  reviews,  she  filled  in  the  space  with  gross  income. 

For  example,  in  the  fall  of  1986  she  filled  out  a  worksheet  for  one  of  the  bank's  largest 
borrowers.  The  Victorio  Company,  reporting  under  "Aimual  Income,"  gross  income  of 
$3,763,000,  rather  than  what  she  should  have  reported  -  a  nsLJoss  of  $4,724,000.  No  one 
explained  her  error  to  her  or  suggested  she  had  filled  out  the  form  incorrectly.  This  loan 
ultimately  resulted  in  a  loss  of  more  than  $13,700,000,  which  went  unreported  until  shortly  afi&I 
the  Union  purchased  United  Bank. 
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In  the  fall  of  1986,  the  staff  accountant  reviewed  a  participation  loan  between  United 
Bank  and  North  American  Bank.  North  American  Bank  had  originally  made  a  loan  to  126 
investors  in  a  tax  shelter  limited  partnership.  Again  confused,  she  thought  that  North  American 
Bank  was  the  borrower  whose  loan  she  was  reviewing,  rather  than  the  126  individual  borrowers. 

In  1986,  she  "signed-off'  as  the  "staff-member-in-charge"  of  PWs  "Loans"  section  of  its 
audit  work  but  testified  "I  don't  think  I  thought  of  myself  as  the  staff  member  in  charge  in 
technical  terms,  as  they  relate  to  Price  Waterhouse."  In  fact,  she  initially  testified  that  a  different 
PW  auditor  was  the  staff-member-in-charge.  She  acknowledged,  however,  that  he  had  been 
called  off  the  1986  audit  during  the  critical  period  when  the  loans  were  reviewed;  admittedly 
"things  changed  and  it  didn't  go  according  to  the  plan."  In  response  to  being  read  PWs  own  list 
of  the  duties  of  the  staff-member-in-charge,  she  repeatedly  denied  those  duties  were  hers. 

The  staff  accountant  also  wrote  comments  in  the  1 986  P  W  audit  work  papers,  referencing 
various  purported  discussions  with  United  Bank  loan  officers  verifying  certain  details.  When 
confronted  with  evidence  that  the  discussions  never  took  place,  and  that  some  of  the  comments 
attributed  to  the  loan  officers  were  lifted  verbatim  from  other  memoranda,  she  admitted:  "Yes,  I 
..  I  -.  [  ..  I  didn't  I  ~  I  -  after  going  back  and  reviewing  the  work  papers,  I  can  see  that  I  didn't 
have  a  consistent  method  of  determining  when  I  artiial  had  a  conversation  with  the  person  or 
when  I  took  information  from  memos  in  files." 

PWs  internal  newsletter  specifically  warned  against  using  "inexperienced"  auditors  to 
reduce  costs  because  their  use  was  one  of  the  reasons  "why  auditors  fail  to  uncover  problems  at 
banks." 

3.  Other  PW  Auditors. 

PW  workpapers  showed  that  other  PW  staff  members'  were  likewise  not  adequately 
trained  and  that  PW  failed  to  use  due  professional  care  in  staffing  the  audits.  One  example 
involved  a  PW  staff  auditor  on  the  1985  United  Bank  audit  who  completed  a  loan  file  review 
worksheet  for  The  Victorio  Company.  Total  loans  to  Victorio  then  exceeded  $1 1,000,000.  The 
auditor  noted  on  the  worksheet  that,  although  there  was  no  appraisal  on  the  Oregon  ranch  that 
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served  as  collateral  for  the  loan  (a  loan  which,  according  to  the  PW  worksheet,  had  as  the  source 
of  repayment  "the  sale  of  corporate  assets"),  the  collateral's  value  had  been  "verbally 
communicated  by  borrower." 

The  staff  auditor  also  noted  on  the  worksheet  that  the  lack  of  an  appraisal  and  a  title 
insurance  policy  to  verily  thsit  United  Bank  had  a  second  deed  of  tnist,  as  represented,  was  a 
"direct  result  of  the  client's  long-established  relationship  with  [United  Bank]  together  with  the 
confidence  of  United  Bank's  Chief  Credit  Officer  that  the  loan  [will  be]  collected." 

Expert  testimony  underscored  that  the  staff  auditor's  supervisors  should  have  questioned 
his  reliance  on  the  borrower.  Not  surprisingly,  the  collateral  proved  worthless. 

Another  junior  staff  auditor  reviewed  a  $10,253,000  loan  (the  "Big  Country"  loan)  made 
in  198S  to  borrower  Larry  Malanfant.  Malanfant  bought  the  primary  collateral,  a  California 
property,  for  only  $3,800,000,  using  the  proceeds  of  the  $10,253,000  loan.  Malanfant  procured 
an  appraisal  on  the  property  showing  its  value  to  be  $12,500,000,  and  promised  that  a 
$16,650,000  appraisal  would  follow  shortly.  Trial  testimony  showed  the  appraisals  were 
patently  worthless.  The  staff  auditor  made  no  remarks  regarding  these  irregtiiarities. 

The  staff  auditor  also  raised  no  alaim  that  $4,500,000  of  the  loan  proceeds  were  used  to 
pay  off  other  bad  loans  at  the  bank.   As  of  December  3 1 ,  1986,  the  Malanfant  loans  resulted  in 

undisclosed  and  unreported  losses  in  excess  of  $17.000.000. 

4.       PW's  Failure  To  Properly  Evaluate  United  Bank's  Internal  Controls  In 
The  Lending  Area. 

Testimony  at  trial  emphasized  PWs  failure  to  properly  evaluate  United  Bank's  internal 

controls  as  required  by  GAAS.     For  example,  PW  identified  the  loan  approval  and  review 

function  of  United  Bank's  Senior  Loan  Committee  as  a  "key  internal  control  which  PW"  relied 

upon  in  determining  the  scope  of  PWs  1985  and  1986  loan  reviews.   This  was  supposedly  the 

group  of  experienced  bank  ofificials  who,  as  a  committee,  analyzed  and  approved  the  bank's  large 

loans.  The  purpose  of  committee  review  is  to  allow  for  a  collective  analysis  of  lending  decisions. 
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It  was  undisputed  that  PW  relied  on  United  Bank's  Senior  Loan  Committee  as  a  key 
internal  control,  even  though  (1)  PW  auditors  were  denied  admission  to  the  Senior  Loan 
Comminee  meetings;  (2)  PW  knew  that  the  minutes  of  the  committee  were  merely  a  listing  of 
loans;  (3)  PW  failed  to  interview  bank  personnel  about  how  the  committee  fiinctioned;  and  (4) 
the  bank  loan  write-  ups  themselves  demonstrated  that  the  Senior  Loan  Conunittee  was  not 
functionmg.  Bank  persormel  at  trial  testified  that  the  Senior  Loan  Committee  had  long  since 
ceased  functionmg  as  a  reliable  internal  control.  To  the  contrary,  the  Committee  had  "blitz 
afternoons "  where,  according  to  bank  records,  more  than  300  loans  comprising  hundreds  of 
millions  of  dollars  were  approved  or  reviewed  in  a  single  dav.  long  after  the  loans  had  been 
made.  One  inactive  member  of  the  Senior  Loan  Committee  described:  "[Y]ou  came  into  a  room 
and  there  were  all  these  files  piled  there  and  you  were  expected  to  sign  off  on  these  loans.  .  .  . 
And  you  were  asked  to  put  your  signature  on  loans  that  you  didn't  have  any  discussion  about." 

Yet,  when  the  PW  partner  was  told  that  PW  loan  file  review  worksheets  did  not  indicate 
when  or  if  the  Senior  Loan  Committee  approved  the  loans,  he  responded  "I  didn't  care  whether 
the  loan  file  summary  contained  that  information." 

A.         PW's  Role  In  Union's  Acquisition  Of  United  Bank. 

1.  Union's  Reliance  On  PW-Audited  Financial  Statements  In 

Contracting  To  Buy  United  Bank. 

In  1985.  Standard  Chartered  and  its  wholly-owned  California  subdivision).  Union,  began 
to  analyze  possible  Arizona  acquisition  candidates,  including  United  Bank.  Union's  Chief 
Financial  Officer  was  given  primary  responsibility  for  negotiating  the  acquisition  and  moving  the 
acquisition  to  completion. 

To  confirm  United  Bank's  financial  condition.  Union's  CFG  with  extensive  experience 
working  closely  with  external  public  auditors,  reviewed  United  Bank's  PW-audited  financial 
statements  for  the  years  1980  through  1984.  These  financial  statements  showed  an  annual 
increase  in  United  Bank's  pre-tax  income  from  $8,000,000  to  over  $22,000,000. 
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2.  Union's  Reliance  On  PWN  Audit  Work  Was  Contemplated  In  The 

September  5.  1985  Agreement. 

On  September  5,  1985,  Union  (with  Standard  Chartered's  support)  and  United  Bank 
entered  into  an  agreement  in  which  Union  agreed  to  purchase  all  of  United  Bank's  stock  for 
$335,000,000.  Union  was  willing  to  pay  a  premium  price  for  United  Bank  because  Union 
viewed  it  as  a  "high  quality  banking  organization." 

Union  and  United  Bank  did  not  intend  to  close  the  purchase  until  early  January  1987. 
Because  they  were  paying  a  premium  price.  Union  and  Standard  Chartered  insisted  that  they  be 
able  to  abort  the  purchase  if,  before  closing: 

•  United  Bank  suffered  a  material  adverse  change  in  financial  condition;  qi 

•  United  Bank  shareholders'  equity  were  not  at  least  $135,000,000,  calculated  in 
accordance  with  GAAP. 

PW  not  only  reviewed  the  Agreement,  but  consulted  with  United  Bank  about  the 
Agreement's  requirements  for  closing.  References  to  PW  in  the  September  5  Agreement 
included: 

•  identification  of  PW  by  name  as  United  Bank's  "independent  certiGed  public 

accountants"; 

•  a  recitation  that  Union  had  received  United  Bank's  PW-auditcd  fmancial  statements  for 

the  years  1980-1984; 

•  the  requirement  that  Union  be  given  all  PW-audited  financial  statements  and  certain  other 
PW-reviewed  fmancial  information  generated  through  the  anticipated  closing  in  January 
1987; 

•  and  United  Bank's  consent  for  Union  to  receive  whatever  information  it  requested  from 

PW. 

United  Bank  provided  Union  with  ongoing  PW-related  financial  information  to  enable 
Union  to  monitor  United  Bank's  financial  condition  to  make  sure  that  the  conditions  for  closing 
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were  met.    The  PW  partner-in-charge  had  "no  objection"  to  Union  receiving  the  information 
described  in  the  September  5  Agreement. 

According  to  the  September  5  Agreement,  United  Bank  was  required  to  certify  at  closing 
that  the  closmg  conditions  had  been  satisfied.  Before  so  certifying,  the  September  5  Agreement 
required  United  Bank  to  conduct  a  "reasonable  inquiry",  which  included  obtainine  assurance 
from  PW  that  the  closine  conditions  had  been  met. 

3.  PW  Solicitation  To  Union  To  Further  Relv  On  PW. 

Union's  CFO,  other  Union  officials,  and  PW  had  face-to-face  meetings  in  which  PW 
further  solicited  Union's  reliance.  For  example,  on  November  15,  1985,  the  PW  paitner-in- 
charge  and  other  PW  partners  arranged  a  Los  Angeles  meeting  with  Union's  CFO  to  solicit 
Union's  business  and  persuade  Union  to  maintain  PW  as  United  Bank's  auditors.  PW  carefully 
planned  the  meeting  and  felt  it  would  be  "very  impressive"  to  Union's  CFO. 

For  the  meeting,  PW  provided  a  letter  expressing  PWs  desire  and  purported 
qualifications  for  doing  work  for  both  Union  and  United  Bank.  The  letter  not  only  touted  PWs 
expertise  as  bank  auditors  and  the  superiority  of  PWs  audit  approach,  but  represented  that  PW 
was   "best  suited"  to  perform  audit  services  for  United  Bank  because  PW  had  an  "in-depth 

familiarity  and  knowledge  of  United  Rank's  1  policies  and  procedures."  (emphasis  added) 

4.  PWs  198S  United  Bank  audit  report  demonstrating  no  "Material 
Adverse  Change." 

Knowing  Union  was  relying  upon  the  results  of  its  audit  work,  in  early  1986  PW  issued 
an  "unqualified"  audit  opinion  on  United  Bank's  1985  financial  statements,  representing  again 
that  PW  had  performed  a  GAAS  audit  and  that  the  statements  were  fairly  presented  in 
accordance  with  GAAP. 

Union  reviewed  the  1985  financial  statements  in  light  of  the  pending  transaction.  The 
fmancial  statements  reported  United  Bank's  eleventh  consecutive  year  of  record  earnings,  and 
shareholders'  equity  of  more  than  $132,000,000  -  just  shy  of  the  $135,000,000  required  at 
closing  and  reflecting  a  rate  of  growth  well  beyond  that  needed  to  meet  the  closing  threshold  of 
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$135,000,000.  These  financial  statements  continued  United  Bank's  apparent  trend  as  a  top- 
performer.  Relying  on  PW-audited  financial  statements.  Union  purchased  United  Bank's  stock 
on  the  open  market  and  proceeded  forward  toward  the  closing.  In  fact,  prior  to  closing.  Union 
had  already  acquired  just  under  5%  of  United  Bank's  outstanding  stock. 

Expert  testimony  at  trial  demonstrated  that  PW  had  not  followed  GAAS  in  preparing  its 
audit  opinion  on  United  Bank's  1985  financial  statements.  As  a  result,  these  financial  statements 
were  not  "fairly  presented,"  as  PW  represented,  but  actually  had  overstated  income  bv  some 
$27.QOO.Q00.  Thus,  although  the  1 985  PW-audited  financial  statements  reported  a  net  income  of 
$20,000,000,  they  should  have  reported  a  net  loss  of  approximately  $7,000,000. 

Had  PW  discovered  this  material  adverse  change  in  United  Bank's  financial  condition. 
Standard  Chartered  and  Union  would  have  aborted  the  acquisition,  thus  avoiding  the  resulting 

$338,000,000  loss. 

S.  PW's  Participation  In  Union's  Three  1986  Securitiea  OfTeringa  And 

PWs  Review  of  United  Bank's  Quarterly  Reports. 

To  raise  money  to  buy  all  of  United  Bank's  stock.  Union  needed  to  sell  its  own  securities. 
In  three  separate  public  offerings  darted  March,  May  and  October  of  1986,  Union  raised 
$300,000,000  from  the  sale  of  its  securities.  The  proceeds  were  earmarked  primarily  to  purchase 
United  Bank's  stock.  Union  was  required  by  SEC  regiilations  to  include  United  Bank's  1985 
audited  financial  statements  and  PWs  audit  certification  in  its  filings  and  to  present  pro  forma 
financial  information  combining  both  United  Bank  and  Union.  PW  agreed  to  act  as  "experts  in 
accounting  and  auditing"  for  each  of  these  public  offerings,  and  consented  to  Union's 
incorporation  of  PWs  1985  audit  report  in  Union's  filings  with  the  SEC.  PW  also  helped  Union 
prepare  the  pro  forma  financial  information.  In  contemporaneous  internal  workpapers  relating  to 
these  financings,  PW  names  Union  as  the  "client." 

Under  Section  11  of  the  1933  Securities  Act,  PW  was  required  to  conduct  a  "reasonable 
investigation"  to  confirm  that  as  of  the  date  of  each  Union  public  offering,  nothing  material  had 
occurred  that  would  have  caused  the  1985  financials  to  be  misleading.  To  comply  with  this  duty. 
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PWs  internal  written  program  required  PW  auditors  to  perform  specific  procedures  to  highlight 
any  "adverse  changes"  in  United  Bank's  financial  condition  that  might  have  occurred  since 
January  16,  1986,  the  PW  opinion  date  of  the  1985  audited  financial  statements. 

All  told.  PW  conducted  ten  such  reviews  between  September  5,  1985  (when 
the  stock  purchase  agreement  was  signed)  and  January  8,  1987,  when  the  purchase  of  United 
Bank  closed.  At  the  closing  of  each  security  offering,  the  PW  parmer-in-charge  or  another  PW 
partner,  met  with  Union  officers  to  finalize  the  registration  statement  and  manually  sign  PWs 
name  to  the  "consent"  permitting  the  use  of  PWs  1985  audit  report  on  United  Bank  in  each  of 
the  three  financings. 

Had  PWs  work  in  connection  with  Union's  financings  not  been  negligently  performed, 

PW  would  have  detected  material  unreported  loan  losses  in  United  Bank's  loan  portfolio  and 

would  have  discovered  that  United  Bank's  1985  financial  statements  were  misstated. 

6.  PW  Representariona  Just  Prior  To  The  January  8. 1987  Closing. 

In  early  January  1987,  immediately  before  closing.  United  Bank  gave  Union  its  year-end 
1986  financial  statements  placing  United  Bank's  stockholder  equity  at  $147,000,000  --  another 
record  year  of  earnings.  During  this  same  time  Union  contacted  United  Bank  to  inquire  whether 
PW  would  require  any  adjustments  to  the  closing  financial  information.  At  that  point,  PW  had 
completed  its  interim  loan  review  work  and  was  only  eight  days  away  from  completing  the  field 
work  (work  performed  at  the  bank)  for  the  1986  audit 

After  questioning  the  PW  partner-in-charge.  United  Bank  reported  that  PW  had 
substantially  completed  its  audit  and  would  require  no  adjustments  to  the  year-end  numbers 
relied  upon  for  closing.  The  PW  partner-in-charge  admined  he  knew  that  he  was  being  quizzed 
concerning  PWs  audit  findings  for  the  purpose  of  communicating  the  results  to  Union  in 
connection  with  the  closing.  In  reliance  upon  PWs  closing  representations  and  on  those 
described  earlier.  Union  consummated  the  United  Bank  purchase. 

Had  PW  followed  GAAS  in  the  1985  and  1986  audit  work  done  before  January  8,  1987, 
PW  would  have  discovered,  and  had  a  duty  to  disclose,  that  United  Bank's  financial  statements 

-13- 


444 


through  that  date,  were  materially  misstated  and  that  United  Bank's  system  of  internal  controls 
had  matenal  weaknesses.  Rather  than  reporting  shareholders'  equity  of  $147,000,000,  and  net 
income  of  $23,000,000,  United  Bank's  DecemJDer  31,  1986  financial  statements  should  have 
reported  shareholders'  equity  of  only  $63,000,000  (vastly  below  the  $135,000,000  benchmark) 
and  a  net  loss  of  $34.00Q.Q00.  Had  this  been  reported,  the  acquisition  would  not  have  closed. 
7.  PW  Actively  Tried  To  Cover  Up  Its  Negligence. 

In  March,  1987,  long  before  any  Arizona  real  estate  difficulties.  United  Bank  revealed 
mammoth  problems  with  its  then  more  than  $18,800,000  in  loans  to  The  Victorio  Company. 
{Ex.  416  at  383  (A584)]  After  consulting  with  PW,  United  Bank  recognized  a  $13,700,000  loss 
on  these  loans  —  United  Bank's  largest  loan  loss  ever  ~  reduced  and  restated  its  1986  pre-tax 
income  by  $  1 2,200,000  and  slashed  after-tax  income  by  some  thirty  percent.  The  restatement  of 
the  1 986  financial  statements  caused  United  Bank's  first  reported  decline  in  income  in  1 2  years,  a 
matenal  adverse  change  in  United  Bank's  financieil  condition  which  alone  would  have  derailed 
the  purchase. 

Stimned  with  the  Victorio  loss.  Union's  CFO  traveled  to  Arizona  to  meet  with  the 
partner-in-charge  to  find  out  why  PWs  audit  work  had  not  discovered  or  disclosed  the  Victorio 
loan  loss  prior  to  closing.  On  April  1,  1987,  the  partner-in-charge  met  with  and  provided  a 
written  report  to  Union's  CFO  and  others.  The  report  represented  that,  in  light  of  the  large 
Victorio  loan  losses,  he  had  "carefully  evaluated  the  scope  and  results  of  [PWs]  audit  tests  in  the 
lending  area  and  .  .  .  [had]  discussed  the  matter  with  senior  members  of  Bank  management". 
Based  on  that  evaluation,  the  partner-in-charge  told  United  Bank's  examining  committee  and  the 
CFO  that  he  was  "in  a  position  to  affirm  [PWs]  conclusion  that  .  .  the  recent  [Victorio]  loss  was 
due  in  large  measure  to  an  isolated  breakdown  in  the  approval  process". 

Although  the  partner-in-charge  represented  that  .Victorio  was  an  "isolated"  situation,  he  in 
fact  had  actual  knowledge  of  problems  with  at  least  one  other  major  bank  borrower  named 
Newbery.  By  then,  loans  to  Newbcry  totaled  $1 1 ,300,000.  PW  audited  Newherv.  which  hv  late 
1 986  was  on  the  verge  of  bankruptcy.   The  PW  partner-in-charge  of  the  United  Bank  audit  was 
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the  second  audit  partner  on  the  engagement  and  on  March  13,  1987,  had  been  specifically  warned 
by  his  partner  about  the  loans.  Nevertheless,  PW  did  not  perform  a  loan  review  of  Newbery,  nor 
did  the  partner-in-charge  raise  the  issue  with  officials  at  Union  or  United  Bank. 

Immediately  after  privately  discussing  the  Victorio  and  Newbery  problems  with  the 
partner-in-charge,  the  second  audit  partner  on  the  United  Bank  audit  ceased  functioning,  in  direct 
violation  of  PWs  written  policy  requiring  second  partner  review  on  the  United  Bank  audits. 

Contrary  to  his  written  report,  the  partner-in-charge  did  qq  audit  work  to  support  his 
represenuiion  to  Union  that  the  Victorio  loss  was  an  "isolated"  occurrence.  The  partner-in- 
charge  had  done  no  more  than  review  some  of  PWs  audit  workpapers  —  the  workpapers  that  had 
not  disclosed  the  problems  in  the  first  place  ~  and  discuss  the  loan  with  a  United  Bank  officer. 
In  deposition  testimony  read  to  him  at  trial,  the  partner-in-charge  admitted  that  he  did  not  even 
know  what  the  "isolated  breakdown"  was  that  he  had  represented  had  caused  the  problem. 

B.  The  FDIC's  Report. 

In  its  report  as  of  June  30,  1987,  three  months  after  the  PW  partner-in-charge  attributed 
the  Victorio  loss  to  an  "isolated  breakdown"  in  the  lending  controls,  FDIC  bank  examiners 
described  pervasive  breakdowns  in  United  Bank's  internal  lending  controls,  leading  to 
unrecognized  loan  losses  and  overstated  income. 

The  FDIC  blamed  the  "huge  increase  in  loan  classifications"  on  bad  loans  made  during 
the  two  years  before  the  acquisition,  stating,  "there  is  a  strong  appearance  that  sound  credit 
standards  were  relaxed  during  this  high  loan  growth  period,  and  that  far  too  many  marginal 
credits  were  booked  that  did  not  conform  to  the  bank's  written  loan " 

The  FDIC  also  criticized  the  bank's  loan  review  process  noting  a  "lack  of  identification 
by  management  of  the  present  loss  in  the  portfolio."  The  FDIC  examiner  in  charge  described  the 
Malanfant,  Newbery  and  Victorio  credits  (referenced  earlier)  as  the  "largest  credits  that  stood  out 
as  glaring  examples  of  poor  imderwriting  standards."  When  asked  whether  the  Malanfant  losses 
were  caused  by  a  decline  in  the  Arizona  real  estate  market  he  responded:   "I  couldn't  reiterate  it 
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any  stronger.   Absolutely  not.    I  don't  think  the  local  real  estate  market  had  any  impact  on  the 
Malanfant  losses." 
IV.      PamagM- 

Standard  Chartered's  primary  damage  expert  was  Standard  Chartered's  financial  officer. 
It  had  been  his  contemporaneous  responsibility  at  Standard  Chartered  to  properly  account  for  the 
sale  of  United  Bank.  His  title  at  the  time  of  the  sale  was  Standard  Chartered  Financial 
Comptroller. 

The  Standard  Chartered  financial  officer  presented  a  meticulously-prepared  damage 
analysis  demonstrating,  to  the  dollar,  the  $338,053,768  loss  suffered  from  the  acquisition.  This 
damage  analysis  calculated  the  total  dollar  cost  of  acquiring  United  Bank,  subtracted  a  dividend 
Union  received  while  it  owned  United  Bank  and  then  subtracted  the  proceeds  received  when 
United  Bank  was  sold  to  Citibank  in  January  1988. 

The  total  investment  in  United  Bank  was  $498,300,000.  This  figure  included 
approximately  $  1 54,000,000  in  "cost  of  funds,"  or  the  actual  cost  to  Union  and  its  successor 
Standard  Chartered  of  borrowing  the  money  to  fund  the  United  Bank  acquisition. 

As  shown  on  Exhibit  1224-1,  the  $498,300,000  investment  in  United  Bank  was  reduced 
by  the  $7,300,000  received  in  dividends,  and  the  $152,900,000  in  value  received  upon  the  sale  of 
United  Bank  to  Citibank,  yielding  total  damages  of  $338,000,000. 

PW  only  called  one  expert,  an  economist,  to  attempt  to  refute  Standard  Chartered's 
damages.  While  denying  that  PW  had  caused  any  damages,  he  admitted  that  the  $338,000,000 
on  Exhibit  1224-1  "was  a  reasonable  estimate  of  the  loss  on  the  investment  that  Standard 
Chartered  has  suffered." 
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INTERNATIONAL 
BROTHERHOOD    OF    TEAMSTERS 


AFLCIO 


Saptuibar  8,  1994 


The  Honorable  Edward  Markey 

Chairman 

House  Energy  and  Commerce  Svibcommittee 

on  Telecommunications  and  Finance 

care  of 

Tim  Forde 

Counsel 

316  FHOB 

Washington,  D.C. 


Dear  Chairman  Markey, 


Here  is  the  IBT's  testimony  for  inclusion  in  the  hearing  record  for 
the  July  and  August  hearings  on  securities  fraud  enforcement. 


Your  attention  is  appreciated. 


1 


Sincerely, 
Bartlett  Naylor 


25    LOUISIANA    AVENUE,    N .  W .    •    WASHINGTON.    DC.    20001    •    (202)    624    63;: 
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National   Coordinator 

Office  of  Corporate  Affairs 
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Tastimony 

submitted  on  behalf  of 

The  International  Brotherhood  of  Teamsters 

by  Bartlett  Naylor 

National  coordinator 

Office  of  Corporate  Affairs 


I  submit  this  testimony  on  behalf  of  the  International 
Brotherhood  of  Teamsters  (IBT)  to  oppose  H.R.  417.  As  written, 
this  legislation  would  weaken  securities  laws  by  deterring 
legitimate  litigation  to  correct  abuses  of  power  and  financial 
wrongdoing.  What  may  be  needed  is  legislation  to  improve 
enforcement  of  securities  laws,  either  by  greater  funding  of 
securities  regulatory  agencies,  or  affirmatively  opening  access  to 
private  litigation  —  quite  the  opposite  thrust  of  H.R.  417. 

The  IBT  currently  represents  1.4  million  members  who 
collectively  own  $45.6  billion  worth  of  pension  fund  savings,  and 
additional  funds  in  employee  stock  participation  plans  along  with 
other  personally  directed  retirement  accounts.  Additionally,  the 
IBT  supports  a  number  of  Teamsters  Employee  Shareholder  Committees 
affiliated  with  major  Teamster  employers  who  are  becoming 
increasingly  active  in  shareholder  issues. 

Certainly,  frivolous  litigation  launched  by  attorneys 
representing  bogus  shareholders  should  be  stopped.  Judges  should 
apply  strict  sanctions  where  such  practices  are  found. 

But  serious  litigation  should  not  be  discouraged.  In  the 
absence  of  greater  public  funding  of  public  securities  oversight, 
private  remedies  for  securities  abuses  should  be  streamlined. 

Securities  litigation  can  help  catch  the  violations  that  fall 
through  the  enforcement  cracks  of  the  Securities  and  Exchange 
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Commission,  state  securities  divisions,  and  Self  Regulatory 
Organization  enforcement.  Generally,  the  possibility  of  private 
litigation  provides  investors  with  much-needed  confidence  in  the 
integrity  of  the  marketplace  and  encourage  investment  in 
corporations.  SEC  Chairman  Arthur  Levitt  has  stated: 

"Private  securities  fraud  actions  are  clearly  vital  to  the 
effectiveness  of  federal  securities  laws.  They  serve  as  a 
complement  to  the  SEC's  enforcement  program  and  toigether  they 
go  a  long  way  toward  maintaining  investor  confidence.'' 


soopa  of  Seoxirities  Irregularities 

Thousands  of  times  each  year,  the  New  York  Stock  Exchange 
identifies  unusual  trading  in  a  company  days  before  the  company 
makes  a  material  public  announcement.  There's  a  legitimate 
explanation  for  some  cases.  But  in  many  of  them,  the  Big  Board's 
monitors  relay  the  information  to  the  Securities  and  Exchange 
Commission  because  they  suspect  that  insiders  are  capitalizing  on 
private  information. 

The  fact  that  the  SEC  only  brings  a  few  cases  each  year  for 
insider  trading  provides  little  comfort  that  it  is  catching  all  the 
crooks.  In  fact,  between  1933,  the  birth  of  modern  federal 
securities  law,  and  1986,  the  federal  government  successfully 
prosecuted  fewer  than  50  cases.  In  the  next  two  years,  the 
government  successfully  prosecuted  another  50.  Either  securitiae 
crimes  are  exploding,  or  the  problem  has  always  been  immense  and 
enforcers  are  only  beginning  to  figure  out  how  to  prosecute  them. 
Both  explanations  are  troubling.  Added  to  this  is  the  measurable 
explosion  in  securities  trading.  It  stands  to  reason  that 
securities  infractions  should  grow,  perhaps  a  little  more,  perhaps 
a  little  less,  than  this  pace,  but  grow  nevertheless.  In  the  wake 


'  "Private  Litigation  under  the  Federal  Sec\irities  Laws," 
remarks  by  Arthvir  Levitt,  SEC,  before  Securities  Regulation 
Institute,  U.  of  Calif.,  San  Diego,  Jan  26,  1994. 
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of  the  growing  number  of  securities  violations,  private  securities 
litigation  has  hardly  gro%m  at  all. 

Public  enforcement  fails  to  police  our  securities  market 
fully.  Yet  the  proposed  legislation  would  limit  access  to  private 
remedies  for  securities  irregularities. 


case  Studyt  Consolidated  Praightvays 

An  example  of  these  limitations  can  be  found  at  Consolidated 
Freightways  (CF) ,  one  of  the  nation's  largest  trucking  companies. 
In  1993,  the  company  failed  to  disclose  for  several  months  its 
plans  to  divert  what  amounted  to  more  than  $20  million  in 
shareholder  profits  from  its  Emery  division  to  a  management  bonus 
pool.  With  the  diversion  undisclosed  to  the  public,  CF  issued 
numerous  optimistic  reports  about  a  turnaround  at  Emery,  which  had 
accounted  for  CF's  overall  losses  and  a  serious  decline  in  the 
stock  price  during  the  previous  several  years.  Thousands  of 
Teamster  employees  of  CF  bought  stock  in  CF  while  listening  to 
these  optimistic  reports  from  company  officials.  When  CF  finally 
disclosed  the  diversion,  CF's  stock  fell  by  nearly  20%,  or  $113 
million.  Arguably,  Teeunsters  who  bought  stock  overpaid.  Without 
access  to  the  courts,  and  without  SEC  or  state  securities 
intervention,  our  members  would  have  no  mechsmism  to  recover  this 
money . 

How  would  the  proposed  legislation  limit  an  individual 
Teamsters'  legal  recourse  in  this  issue? 

*  First,  the  bill  would  re-write  the  rules  on  the  class  action 
suits.  An  individual  Teamster  may  have  suffered  only  a  few 
hundred  dollars  damage  at  most,  meOcing  expensive  litigation 
untenable  for  a  single  plaintiff. 

Class  actions  provide  an  efficient  means  for  many 
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individual  investors,  who  have  lost  small  amounts,  to 
join  together  to  sue  wrongdoers.  Vigorous  oversight  by 
the  courts  —  mandated  by  Federal  rules  of  civil 
Procedure  —  requires  that  the  class  members  be  kept 
advised  of  the  status  of  the  litigation;  the  court  must 
approve  all  key  decisions,  including  settlements. 

*  Second,  the  bill  forces  a  plaintiff  to  identify  responsible 
individuals  rather  than  simply  prove  a  wrong  and  the  scope  of 
damages.  This  only  encourages  the  perpetrators  to  erect 
elaborate  blinds.  Moreover,  it  potentially  liberates  from 
liability  the  accountants  and  la%/yers  without  whom  financial 
conspiracies  could  not  succeed. 

*  Third,  the  bill  raises  the  stakes  on  filing  litigation  by 
instituting  a  variation  of  the  "English  Rule.** 


Who's  lobbying 

Contrary  to  alarms  sounded  by  vested  interests,  there  has  not 
been  a  proliferation  of  frivolous  suits  by  fraud  victims.  The 
"boom"  in  litigation  comes  from  corporations  suing  other 
corporations.^  If  the  supporters  of  H.R.  417  sincerely  believe  that 
corporate  litigation  threatens  the  American  economy,  then  they  must 
answer  why  they  are  not  leading  with  a  "reform"  of  this  type  of 
litigation. 

It  is  worth  noting  that  the  accountants,  lawyers  and  other 
professionals  lobbying  on  behalf  of  H.R.  417  have  perpetrated  some 
of  the  most  egregious  financial  schemes  of  the  past  decade.' 


'  Senate  Banking  Committee  (June  17,  1993). 

'  The  Big  Six  accounting  firms  have  amassed  $12  million  to 
lobby  on  behalf  of  the  securities  laws. 
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Wh«r«  8yat*B  Fmltars 

To  be  sure,  all  is  not  well  with  securities  litigation.  From 
the  shareholder  perspective,  the  real  problem  is  that  securities 
lawsuits  often  fail  to  recover  full  damages,  and  offer  effective 
policing  of  the  markets.  The  State  of  Wisconsin  Investment  Board 
(SWIB) ,  a  party  to  some  30  separate  shareholder  class  action 
lawsuits,  reports  that  it  has  recovered  approximately  11%  of  the 
total  amount  of  plaintiff  damages  certified  to  the  court.*  Restated, 
serious  securities  irregularities  cost  SWIB  millions,  yet  its  legal 
remedies  only  recovered  some  11%  of  these  millions. 

The  reason  for  this  imbalance  isn't  because  securities 
litigation  is  so  easy.  Rather,  the  problems  come  because  it's  so 
difficult.  Plaintiffs  can't  recover  full  damages  because  of 
expensive  legal  hurdles.  These  hurdles  lead  to  well-publicized 
distortions  in  the  allocation  of  damages  where  shareholders  may  win 
a  small  fraction  of  true  damages  they  suffer  while  their  attorneys 
seem  to  win  handsome  fees. 

Consider  how  this  comes  about.  A  defendant  settles  in  one  of 
two  circumstances:  One,  where  a  corporation  considers  that  settling 
is  less  costly  than  the  expense  of  litigating  to  a  verdict,  even 
though  it  expects  a  favorable  verdict;  and  two,  where  the 
corporation  considers  that  settling  is  less  costly  that  an  adverse 
verdict,  which  it  considers  probable. 

But  both  cases  argue  for  reducing,  not  Increasing,  the  expense 
of  litigation.  Surely,  a  plaintiff's  attorney  will  press  for  the 
fullest  recovery  if  litigation  doesn't  consxime  the  promised  award. 
And  certainly  a  defending  corporation  would  also  press  for  a 
favorable  verdict  if  it  weren't  for  the  expense  of  litigation. 


*  Letter  from  Kurt  N.  Schact,  general  counsel,  State  of 
Wisconsin  Investment  Board,  to  Sen.  Pete  V.  Dominici,  Sept.  27, 
1993. 
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Some  claim  that  a  guilty  company  might  settle  for  too  little 
because  of  complicity  by  the  plaintiff's  attorney  who  reaps  an  easy 
and  quick  gain.  While  experts  dispute  the  frequency  of  this  legal 
pathology,  the  system  already  contains  a  safeguard:  judges  must 
ratify  these  awards 

Some  observers  point  to  the  recent  settlement  in  the  limited 
partnership  litigation  at  Prudential.  Plaintiffs  attorneys  agreed 
to  settle  for  some  $40  million  until  California  securities 
regulators  objected.  Weeks  later,  the  parties  reached  a  settlement 
of  $90+  million.  Prudential  demonstrates  a  self-correcting  system. 
Further,  the  reforms  proposed  in  H.R.  417  would  mean  Prudential 
would  have  never  paid  a  dime  for  its  fraud. 


Possible  Roforma 

Rep.  Tauzin,  sponsor  of  H.R.  417,  declares  that  he  is  in 
accord  with  the  principles  outlined  here,  and  that  his  draft  is 
meant  to  start  a  constructive  debate  that  will  lead  to  legislation 
that  ends  frivolous  suits- while  preserving,  if  not  strengthening 
private  securities  enforcement.  We  welcome  this  goal.  A  number  of 
options  may  be  considered  to  remedy  the  problem  as  we  see  it, 
including: 

*  Expedited  discovery  and  motion  rules:  The  most  expensive 
part  of  litigation  involves  extended  discovery,  often  of 
witnesses  irrelevant  to  the  issue.  In  many  cases,  the 
defending  corporation  initiates  expensive  and  irrelevant 
discovery  precisely  to  "up  the  ante"  on  the  plaintiff. 
Stricter  rules  would  prevent  such  "poker  game"  tactics. 

*  Congress  should  also  consider  granting  the  SEC  a  real 
budget.  As  Rep.  John  Dingell  has  noted,  there  are  more 
professional  muslclams  in  the  combined  marching  bands  of  the 
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U.S.  amed  forces  than  employees  of  the  SEC.^ 

*  Increase  responsibility  of  auditors  to  report  fraud,  as 
encompassed  in  the  Wyden  bill  attached  to  the  Senator  Dodd's 
counterpart  to  H.R.  417. 

Financial  markets  rely  on  vigorous  enforcement  of  the 
securities  laws.  Weakening  these  laws  threaten  investor  confidence 
and  the  integrity  of  markets. 


'  State  securities  enforcement  agencies  are  similarly  swamp«d. 
"In  light  of  this  office  receiving  in  excess  of  16,000  complaints 
a  year,  not  every  complaint  can  be  accepted  for  investigation  and 
prosecution,"  notes  the  form  letter  from  the  California  Dept.  of 
Corrections. 
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September  8,  1994 

Via  Federal  Express 

The  HonorcUDle  Edward  J.  Markey 

Chairman 

Subcommittee  on  Telecommunications 

and  Finance 
House  Committee  on  Energy  and  Commerce 
316  Ford  House  Office  Building 
Washington,  D.C.  20515 

Dear  Chairman.  Markey: 

Thank  you  again  for  your  invitation  to  testify  on  securities 
litigation  before  the  Telecommunications  and  Finamce  Subcommittee 
on  August  10,  1994.  I  am  writing  to  provide  clarifying  information 
in  response  to  a  series  of  questions  from  Rep.  Oxley. 

Rep.  Oxley  asked  me  whether  my  firm  contributed  to  Ralph 
Nader's  organization.  I  answered  truthfully  that  I  did  not  believe 
so.  He  then  asked  aibout  personal  contributions,  and  I  answered 
that  I  make  modest  contributions  to  Public  Citizen,  which  I 
believed  to  be  a  Nader  organization. 

Rep.  Oxley 's  questions  piqued  my  curiosity,  so  I  inquired 
about  the  matter  when  I  returned  to  California.  It  turns  out  that 
my  firm  has  also  made  contributions  to  the  Public  Citizen 
Foundation  --  two  contributions  totalling  $6,500  since  1992.  (As 
it  also  turns  out,  Mr.  Nader  has  not  been  an  officer  or  director  of 
Public  Citizen  since  1980,  although  he  did  found  the  organization.) 
I  was  not  aware  of  these  contributions  until  I  inquired. 

To  be  certain  my  response  to  Mr.  Oxley  was  accurate,  I  also 
checked  for  contributions  by  my  firm  to  every  other  group  on  the 
attached  list  of  organizations  Mr.  Nader  or  his  associates  founded. 
The  list  comes  from  a  book  entitled  Citizen  Action  and  Other  Big 
l^SAS.-  A  History  of  Ralph  Nader  and  the  Modem  Consumer  Movement  by 
David  Bollier.  Since  1992,  my  firm  has  apparently  made 
contributions  to  two  other  groups  on  this  list:  $500  in  1993  to 
Public  Interest  Law,  cmd  $1,000  in  1993  to  Citizens  Utility.  I  do 
not  know  if  these  continue  to  be  "Nader  orgeuiizations. " 


457 


MiLBERO  Weiss  Bershao  Hynes  4  Lkhach 


The  Honoraible  Edward  J.  Markey 
September  8,  1994 
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I  apologize  for  the  delay  in  providing  this  information,  but 
it  required  some  time  to  locate  a  list  of  Nader  organizations  and 
then  to  check  the  firm's  records,  for  our  offices  in  both 
California  and  New  York.  I  was  also  traveling  on  business, 
returning  from  Tokyo  only  this  past  weekend. 

Please  let  me  know  if  there  is  anything  further  that  the 
Subcommittee  needs. 


Sihce^el^^Vours , 
KEONaIrD  B.  SIMON 


LBS/jkf 

Attachment 

cc:   Rep.  Michael  G.  Oxley 

SECT\J(r\LB$\Pf*$CM*L\HMaT2.LT* 
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Securities  Industry  Association 


1401  Eye  Street,  NW  •  Washington.  OC  20005-2225  •  (202)  296-9410  •  Fax  (202)  296-9775 


MEMORANDUM 

TO:  Concerned  Parties 

FROM:  Jonathan  R.  Paret 

DATE:  September  30,  1994 

RE:  Statement  of  Marc  E.  Lackrte  to  the  Telecommunications 

and  Rnance  Subcommittee  on  Utigatlon  Reform 


Attached  for  your  information  is  a  statement  by  Marc  E.  Lacl<ritz, 
President  of  SIA,  submitted  in  conjunction  with  the  Subcommittee  on 
Telecommunications  and  Finance's  hearing  held  on  litigation  reform.  Please  call 
me  if  you  have  any  questions.    , 


Attachment 


120  Broadway  •  New  YoiK.  NY  10271-0080  •  (212)  608-1500  •  Fax  (212)  608-1604 
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STATEMENT  OF  MARC  E.  LACKRZTZ 

President 

SECURITIES  INDUSTRY  ASSOCIATION 


Submitted  to  the 

Subcommittee  on  Telecommunications  and  Finance 
Energy  and  Commerce  Committee 
U.S.  House  of  Representatives 


August,  1994 
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The  Securities  Industry  Association  ("SIA")  is  grateful 
for  this  opportunity  to  present  its  views  concerning  securities 
litigation  reform  to  the  Subcommittee  on  Telecommunications  and 
Finance.   SIA  is  a  trade  association  representing  the  interests 
of  about  750  securities  firms  throughout  North  America.   Our 
members  include  securities  organizations  of  virtually  all  types: 
investment  banks,  brokers,  dealers  and  mutual  fund  companies,  as 
well  as  other  firms  functioning  on  the  floors  of  the  exchanges. 
SIA  members  are  active  in  all  exchange  markets,  in  the  over-the- 
counter  markets  and  in  all  phases  of  corporate  and  public 
finance.   Collectively,  SIA's  members  provide  investors  with  a 
full  spectrum  of  investment  and  securities  services  and  account 
for  about  90%  of  the  securities  firm  revenues  generated  in  the 
United  States.   SIA  and  its  members  thus  have  a  significant 
interest  in  the  regulation'  of  the  securities  industry  and  the 
capital  markets,  which  in  turn  perform  functions  vital  to  the 
national  economy. 
I.    THE  NEED  FOR  A  WELL-BALANCED  PRIVATE  LIABILITY  SYSTEM 

The  U.S.  capital  markets  are  the  most  efficient,  open 
and  liquid  in  the  world.   In  1993  alone,  over  $2.4  trillion  in 
new  capital  was  raised  --  with  the  help  of  the  securities 
industry  --  for  public  and  private  corporations,  federal,  state 
and  local  governments.   These  funds  are  used  to  conduct  research, 
expand  manufacturing  capacity,  and  build  infrastructure,  thereby 
creating  and  maintaining  jobs  and  fueling  the  national  economy. 
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Equally  important  to  the  national  economy  is  a  strong, 
efficient  secondary  market  that  permits  both  individuals  and 
institutions  to  trade  stocks  and  bonds  and  provides  opportunities 
for  pooled  investments  in  the  form  of  mutual  funds,  retirement 
and  pension  plans  and  insurance  products. 

The  strength  and  health  of  the  U.S.  markets  depends,  to 
a  large  degree,  on  the  perception  of  investors  throughout  the 
world  that  our  markets  are  honest.   The  Securities  Act  of  1933 
(the  "1933  Act")  and  the  Securities  Exchange  Act  of  1934  (the 
"1934  Act")  --  which  together  form  the  heart  of  the  federal 
regulatory  scheme  for  the  securities  industry  and  the  capital 
markets  --  were  intended  to  keep  the  markets  honest  by  imposing 
stringent  disclosure  obligations,  granting  broad  investigatory 
and  enforcement  powers  to  the  Securities  and  Exchange  Commission 
(the  "SEC"  or  the  "Commission")  and  permitting  investors  injured 
by  fraud  or  other  violations  of  the  federal  securities  laws  to 
bring  private  suits  for  damages.   In  addition,  the  73d  Congress 
was  careful  to  preserve,  by  means  of  a  "non-preemption"  clause, 
the  right  of  injured  individuals  to  seek  redress  in  accordance 
with  state  law  remedies.-' 

Private  litigation  is  an  important  adjunct  to  the  SEC's 
enforcement  efforts,  and  the  availability  of  private  remedies  for 
fraud  and  other  violations  of  the  federal  securities  laws  --  if 
well-tailored  so  as  to  compensate  plaintiffs  fairly  for  their  - 
losses  caused  by  such  violations  --  helps  to  bolster  investor 
confidence  in  the  U.S.  markets.   No  system  of  civil  litigation. 


See    15   U.S.C.    §    78bb(a) 
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however,  should  insure  investors  against  the  ordinary  risks 
inherent  in  most  securities  investments. 

Ideally,  the  civil  litigation  system  should  encourage 
those  with  legitimate  claims  to  bring  suit  promptly,  and  should 
compensate  investors  injured  by  the  wrongful  acts  of  others 
equally  promptly,  with  a  minimal  diversion  of  proceeds  to 
attorneys,  experts,  or  other  participants  in  the  litigation 
process.   At  the  same  time,  the  system  should  discourage  nuisance 
or  "strike"  suits  and  provide  adequate  opportunities  for  an 
unjustly  accused  defendant  to  bring  a  quick  end  to  such  suits. 
In  order  to  create  incentives  for  responsible  conduct  by 
corporate  officials  and  securities  professionals,  and  to  ensure 
that  firms  can  attract  and  retain  the  services  of  competent 
managers,  the  system  should  impose  liability  only  upon  those  who 
violate  the  law,  or  those  who  could  and  should  have  prevented 
violations  by  others.   Finally,  the  system  should  not  permit  the 
threat  of  litigation  to  chill  full  and  candid  disclosure  of 
corporate  developments  and  other  material  information,  nor  permit 
the  cost  of  litigation  to  impose  an  undue  burden  on  the  capital 
markets . 

Judged  by  these  criteria,  the  private  civil  liability 
system  has  substantial  failings.   At  present,  SIA  believes,  the 
system  overwhelmingly  benefits  attorneys  and  "professional" 
plaintiffs  while  imposing  disproportionate  and  dysfunctional 
burdens  on  issuers  of  securities,  corporate  managers, 
underwriters,  accountants  and  others,  all  to  the  ultimate 
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detriment  of  the  investing  public,  the  capital  markets,  and  the 

U.S.  economy. 

II.   FRIVOLOUS  RULE  10b -5  LITIGATION  AND  ITS  IMPACT 

The  1933  and  1934  Acts,  as  noted  above,  expressly  grant 
investors  the  right  to  bring  private  damages  actions  to 
compensate  them  for  injuries  resulting  from  certain  misconduct  on 
the  part  of  issuers,  brokers  and  others  involved  in  the 
securities  markets.   Those  express  remedies  were,  for  the  most 
part,  well  defined  by  the  73d  Congress  and  have,  in  the  main, 
stood  the  test  of  time.   The  single  most  important  weapon  in  the 
arsenal  of  a  modern  securities  fraud  plaintiff,  however,  is  SEC 
Rule  lOb-5,  17  C.F.R.  §  240.10b-5,  which  generally  prohibits 
fraud  "in  connection  with  the  purchase  or  sale  of  securities." 

Rule  lOb-5  was  hastily  promulgated  by  the  SEC  in 
1942.'   It  was  intended  to  augment  the  Commission's  enforcement',^ 
capabilities  rather  than  to  create  a  private  remedy  for  the 
benefit  of  defrauded  investors.-'  Beginning  in  1946,  however, 
the  federal  courts  began  authorizing  private  suits  under  Rule 


='    One  of  the  drafters  of  the  rule,  Milton  Freeman,  described 
the  process  as  follows:   "We  called  the  Commission  and  we  got  on 
the  calendar,  and  I  don't  remember  whether  we  got  there  in  the 
morning  or  after  lunch.   We  passed  a  piece  of  paper  around  to  all 
the  commissioners.   All  the  commissioners  read  the  rule  and  they 
tossed  it  on  the  table,  indicating  approval.   Nobody  said 
anything  except  Sumner  Pike  who  said,  'Well,'  he  said,  'we  are 
against  fraud,  aren't  we?'   That  is  how  it  happened."   Freeman, 
Conference  on  the  Codification  of  the  Federal  Securities  Laws.  2  2 
Bus.  Law.  793,  922  (1967)  . 

i'  Ss£  Ernst  &  Ernst  v.  Hochfelder.  425  U.S.  185,  196  (1976) 

("there  is  no  indication  that  .  .  .  the  Commission  when  adopting 
Rule  10b- 5,  contemplated  such  a  remedy") . 
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lOb-5,*'  and  over  the  ensuing  decades  Rule  lOb-5  claims  overtook, 
then  eclipsed,  claims  made  under  the  express  private  remedy 
provisions  of  the  federal  securities  laws.   By  1975,  the  implied 
right  of  action  under  Rule  lOb-5  was  aptly  described  by  the  Chief 
Justice  of  the  United  States  as  "a  judicial  oak  which  has  grown 
from  little  more  than  a  legislative  acorn."-' 

That  oak  is  now  overgrown.   The  Administrative  Office 
of  the  United  States  Courts  reports  that  the  number  of  securities 
fraud  class  actions  filed  in  the  federal  courts  (most  of  them 
alleging  violations  of  Rule  lOb-5)  more  than  tripled  between  1980 
and  1990.   This  litigation  explosion  is  attributable,  in  large 
part,  CO  the  current  state  of  Rule  lOb-5  jurisprudence,  which 
offers  huge  rewards  to  the  attorneys  who  file  such  cases  and 
places  severe  economic  pressures  on  those  who  find  themselves 
named  as  defendants.   These  factors  combine  to  ensure  that 
securities  class  actions  are  filed,  prosecuted  and  ultimately 
settled  in  a  manner  that  bears  no  particular  relationship  to  the 
presence  or  absence  of  fraud,  but  that  predictably  rewards  the 
plaintiffs'  bar  at  the  expense  of  the  actual  players  --  including 
investors   --  in  the  securities  markets. 

Securities  fraud  class  actions  are  typically  filed 
within  days  --  sometimes  hours  --of  any  announcement  which 
produces  a  sharp  decline  in  the  market  price  of  a  public 


*'    The  first  reported  decision  permitting  a  private  plaintiff 
to  sue  for  damages  under  Rule  10b- 5  was  Kardon  v .  Nat ' 1  Gvpsum 
Co. .  69  F.  Supp.  512  (E.D.  Pa.  1946) . 

i'  Blue  Chip  Stamps  v.  Manor  Drug  Stores.  421  U.S.  723,  737 

(1975)  . 
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corporation's  stock.-'  The  incentive-  for  plaintiffs'  attorneys 
to  file  immediately  is  enormous:   the  firm  which  arrives  at  the 
courthouse  the  earliest  is  most  likely  to  be  "rewarded"  with  the 
role  of  lead  class  counsel,  which  will  allow  it  to  control  the 
case  and  to  reap  the  lion's  share  of  the  attorneys'  fees  awarded 
at  the  conclusion  of  the  litigation.-'   Those  fee  awards  -- 
deducted  from  the  judgment  or  settlement  fund  before  the  class  is 
compensated  --  typically  consume  almost  one-third  of  what  would 
otherwise  go  to  the  investors  allegedly  injured.-'  Thus,  few 
were  surprised  when  a  ground-breaking  empirical  study  of 
shareholder  class  actions  filed  in  the  early  1980' s  found  that 
"[elvery  company  with  a  market  loss  of  at  least  $20  million  was 
sued, "  and  concluded  that  such  suits  were  not  typically  filed 
after  careful  investigation  had  uncovered  evidence  of  fraud  but 
rather  "whenever  the  stock  price  declined  sufficiently  ...  to 


5     See,  e.g. .  In  re  Oracle  Sec.  Litiq..  131  F.R.D.  688  (N.D. 
Cal.  1990)  (18  separate  complaints  were  filed  within  two  weeks 
after  Oracle  announced  disappointing  earnings  and  suffered  a  31% 
drop  m  Its  stock  price) . 

-'     In  testimony  last  year  before  a  Senate  Subcommittee,  William 
S.  Lerach,  a  prominent  securities  fraud  plaintiffs'  attorney, 
conceded  frankly,  "We  are  very  competitive.   We  want  to  control 
the  case.   We  believe  we  can  do  the  best  job  and  we  want  to  be 
the  first  to  file  so  that  we  can  control  the  case  ....   [T]  he 
courts  historically  have  rewarded  the  first  filed  case  with 
control  of  the  case  as  lead  counsel.   That's  something  the  courts 
have  done.   We  are  reacting  to  t;hat .  "   See  Staff  Report  Prepared 
at  the  Direction  of  Senator  Christopher  J.  Dodd,  Chairman, 
Subcommittee  on  Securities  of  the  Committee  on  Banking,  Housing 
and  Urban  Affairs,  United  States  Senate,  May  17,  1994,  at  24. 

-  The  most  recent  study  conducted  by  National  Economic 

Research  Associates,  Inc.,  shows  that  fee  awards  in  1992-93 
averaged  around  31%  of  the  settlement  fund,  regardless  of  case 
size.   Frederick  J.  Dunbar  &  Vinita  M.  Junega,  Recent  Trends  II: 
What  Explains  Settlements  in  Shareholder  Class  Actions?,  at  4 
(1993)  (hereinafter  "Recent  Trends  II"). 
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support  an  award  of  attorneys'  fees- that  would  make  it  worthwhile 
to  bring  a  case.  "-' 

Not  only  do  economic  factors  drive  the  initiation  of 
securities  fraud  litigation;  they  also  force  issuers, 
underwriters  and  other  defendants  to  expend  huge  sums  to  defend 
and  ultimately  settle  such  cases  without  regard  to  the  merits. 
Once  a  Rule  lOb-5  lawsuit  has  been  filed,  it  is  relatively  easy 
for  plaintiffs  to  obtain  an  order  certifying  a  class.-   And 
once  a  class  has  been  certified,  defendants  face  powerful 
pressures  to  settle  almost  every  case.— ' 

For  one  thing,  it  is  cheaper  for  a  plaintiff  to 
prosecute  a  securities  class  action  than  it  is  for  a  defendant  to 
resist  it.   This  "litigation  differential,"  which  "exists 
independently  of  the  merits  of  the  plaintiff's  claim,"  is 


-  Janet  Cooper  Alexander,  Do  the  Merits  Matter?   A  Study  of 
Settlements  in  Securities  Class  Actions.  4  3  Stan  L.  Rev.  4  97, 
511-13  (1991)  (hereinafter  "Do  the  Merits  Matter?") .   See  also 
Note,  Using  Rule  9(b)  to  Reduce  Nuisance  Securities  Litigation. 
99  Yale  L.J.  1591,  1594  (1990)  (hereinafter  "Using  Rule 
9(b)") ("The  inherent  characteristics  of  .  .  .  rule  lOb-5 
litigation,  as  well  as  the  economic  incentives  facing  a 
professional  plaintiffs'  attorney,  create  strong  incentives  for 
the  initiation  of  such  actions") . 

-  Under  current  federal  law,  the  merits  of  the  plaintiffs' 
claims  are  not  considered  at  the  class  certification  stage. 
Eisen  v.  Carlisle  &  Jacauelin.  417  U.S.  156,  178  (1974). 
Moreover,  even  though  Rule  lOb-5  in  theory  requires  plaintiffs  t t 
prove  that  they  relied  on  the  alleged  misrepresentation  or 
omission,  this  element  rarely  precludes  class  certification  in 
the  federal  courts.   See  Basic.  Inc.  v.  Levinson,  485  U.S.  224 
(1988)  (authorizing  a  presumption  of  reliance  based  on  the  so- 
called  "fraud  on  the  market"  theory  in  cases  where  the  securities 
in  question  were  traded  on  an  open,  efficient  market) . 

-  See  Vincent  J.  O'Brien,  "The  Class  Action  Shakedown  Racket,  • 
Wall  St.  J.,  Sept.  10,  1991  (96%  of  securities  fraud  class 
actions  settle  out  of  court,  compared  to  60-70%  of  other  civil 
cases) . 
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particularly  marked  in  Rule  lOb-5  cases,  where  massive  one-way 
discovery  and  extensive  motion  practice  is  the  rule.-'  As  the 
Supreme  Court  itself  has  acknowledged,  "litigation  under  Rule 
10b- 5  presents  a  danger  of  vexatiousness  different  in  degree  and 
in  kind  from  that  which  accompanies  litigation  in  general . "-' 
Moreover,  the  size  of  the  potential  damages  award  in  a  class 
action,  even  where  discounted  to  reflect  a  low  probability  of  an 
adverse  verdict,  is  enough  to  give  any  defendant  pause.   Thus,  as 
the  Supreme  Court  explained,  "Certification  of  a  large  class  may 
so  increase  the  defendant's  potential  damages  liability  and 
litigation  costs  that  he  may  find  it  economically  prudent  to 
settle  and  to  abandon  a  meritorious  defense. "- 

The  pendency  of  Rule  lOb-5  litigation  also  diverts 
corporate  officers  and  other  employees  from  their  ordinary 
duties,  resulting  in  additional  settlement  pressure.   "The  very 


il  Using  Rule  9 (b) .  supra.  99  Yale  L.J.  at  1596-97.   A  recent 

Ninth  Circuit  case  provides  a  good  illustration  of  this  point. 
In  Layman  v.  Combs.  981  F.2d  1093  (9th  Cir.  1992),  plaintiffs 
sued  numerous  defendants  under  Rule  10b- 5  and  other  theories  for 
their  losses  resulting  from  investments  in  a  horse  breeding 
operation.   Defendants  obtained  summary  judgment  on  most  claims, 
a  directed  verdict  on  others,  and  were  completely  exonerated  as 
to  all  remaining  claims  by  the  jury.   Defendants'  victory, 
however,  was  no  bargain.   As  Judge  Kozinski  explained  (dissenting 
from  the  majority's  rejection  of  seven  defendants'  counterclaims 
for  legal  fees),  "This  litigation  --  although  it  resulted  in  a 
complete  defense  victory,  mostly  on  summary  judgment  --  devoured 
a  staggering  quantity  of  productive  resources.  .  .  .   The 
attorneys'  fees,  for  the  seven  defendants  who  requested  them, 
amounted  to  more  than  $3.5  million.   This  says  nothing  of  the 
fees  incurred  by  the  13  plaintiffs  and  the  14  defendants  who 
didn't  request  reimbursement."   981  F;2d  at  1107   "If  this  is  the 
face  of  victory,"  Judge  Kozinski  asked,  "how  much  uglier  could 
defeat  be?"   Id.  at  1108. 

i^'    Blue  Chip  Stamps,  supra.  421  U.S.  at  739. 

ii'    Coopers  &  Lvbrand  v.  Livesay.  437  U.S.  463,  476  (1978). 
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pendency  of  the  lawsuit  may  frustrate  or  delay  normal  business 
activity  of  the  defendant  which  is  totally  unrelated  to  the 
lawsuit."-'  Moreover,  federal  law  currently  prohibits 
defendants  from  enforcing  indemnity  contracts  after  an 
adjudication  of  liability  under  Rule  lOb-5;  thus,  many  defendants 
prefer  to  settle  --  with  no  admission  of  liability  --in  order  to 
tap  their  insurance  policies  (or  the  indemnity  clauses  in  their 
underwriting  agreements)  to  pay  all  or  part  of  the  settlement 
sum.-li 

The  combined  result  of  these  pressures  is  clear:   Rule 
lOb-5  class  actions  tend  to  settle  for  large  sums—  that  bear 
little  or  no  relationship  to  the  existence,  much  less  the 
magnitude,  of  fraud  or  other  misconduct  on  the  part  of  any 
defendant.-'   "Because  the  recovery  depends  only  on  the 
occurrence  of  a  large  loss  and  does  not  require  proof  that  a 
securities  violation  has  actually  occurred,  the  process  is  more 
akin  to  no- fault  insurance  against  market  losses  than  to  judicial 


l.v 


Blue  Chip  Stamps,  supra.  421  U.S.  at  740. 


-  See  John  C.  Coffee,  Understanding  the  Plaintiff's  Attorney: 
The  Implications  of  Economic  Theory  for  Private  Enforcement  of 
Law  Through  Class  and  Derivative  Actions.  86  Colum.  L.  Rev.  669, 
716-16  (1986) . 

-'    The  average  settlement  payment  in  1992-93  was  $7.36  million. 
Recent  Trends  II.  supra,  at  1,  Table  2. 

-  See  Do  the  Merits  Matter?,  supra".  4  3  Stan.  L.  Rev.  at  54  5 
(the  cases  studied  "settled  for  remarkably  uniform  amounts, 
apparently  without  regard  to  the  merits  of  the  particular  case"'  .■ 
Recent  Trends  II.  supra,  at  14  ("if  one  had  to  choose  among  the 
most  important  of  three  factors  in  explaining  settlement  --  stoc.-'. 
price  volatility,  availability  of  assets  and  merits  of  the  case 
--it  would  appear  that  merits  matter  the  least"). 
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enforcement  of  the  substantive  law."i2'  This  result  is  not  only 
unfair  to  the  defendants  targeted  in  such  suits  --  especially  the 
so-called  "deep  pockets,"  such  as  underwriters  and  accountants, 
who  bear  the  bulk  of  the  litigation  costs  and  settlement  burden 
--  it  is  also  unfair  to  investors. 

Settlement  payments  driven  by  economic  factors  rather 
than  by  the  merits  predictably  reward  class  counsel  --  who  take 
up  to  one-third  of  the  settlement  for  their  fee  --  to  a  far 
greater  degree  than  the  shareholders  on  whose  behalf  such  suits 
are  purportedly  brought.-   Worse  yet,  the  filing,  prosecution 
and  settlement  of  Rule  lOb-5  cases  lacking  merit  imposes  a 
"litigation  tax"  on  capital  formation  that  ultimately  injures  the 
investing  public  and  weakens  the  U.S.  markets. 

Defense  costs,  settlements  and  judgments,  though  paid 
in  the  first  instance  by  the  issuers,  underwriters,  accountants 
and  others  named  as  defendants  in  securities  fraud  class  actions. 


ii    Do  the  Merits  Matter?,  supra.  43  Stan.  L.  Rev.  at  570. 

2'    Twenty- five  years  ago,  in  the  wake  of  the  1966  amendments  to 
Fed.  R.  Civ.  P.  23,  Chief  Judge  Lumbard  of  the  Second  Circuit 
remarked,  " [T] he  only  persons  to  gain  from  a  class  suit  are  not 
potential  plaintiffs,  but  the  attorneys  who  will  represent  them." 
Eisen  V.  Carlisle  &  Jacauelin.  391  F.2d  555,  571  (2d.  Cir.  1968) 
(Lumbard,  C.J.,  dissenting).   See  also  Free  World  Foreign  Cars, 
Inc.  V.  Alfa  Romeo.  S.d.A..  55  F.R.D.  26,  30  (S.D.N.Y.  1972) 
(noting  that  class  actions  had  "proliferated  tremendously"  since 
Rule  23  was  amended,  and  that  "substantial  questions"  had  been 
raised  as  to  whether  the  new  rule  "has  resulted  in  minuscule 
recoveries  by  its  intended  beneficiaries  while  lawyers  have 
reaped  a  golden  harvest  of  fees").   More  recently,  Justice  White 
expressed  the  same  fears  in  connection  with  the  Supreme  Court's 
adoption  of  the  fraud-on-the-market  theory  for  use  in  private 
Rule  lOb-5  suits,  explaining  that  it  would  "lead  to  large 
judgments,  payable  in  the  last  analysis  by  innocent  investors, 
for  the  benefit  of  speculators  and  their  lawyers."   Basic.  Inc. 
V.  Levinson.  suora.  485  U.S.  at  262  (White,  J.  dissenting) 
(internal  citations  and  quotations  omitted). 
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are  naturally  passed  on  to  shareholders  when  corporate  earnings 
are  reduced  and  underwriting  and  accounting  fees  are  raised. 
Insurance  does  not  provide  any  long-term  solution;  as  payouts 
increase,  so  do  premiums,  the  cost  of  which  is  of  course  borne, 
at  the  end  of  the  day,  by  shareholders. - 

Excessive  and  expensive  Rule  lOb-5  litigation  also 
produces  a  number  of  indirect  ill  effects  on  the  market  which  -- 
although  difficult  to  calculate  with  precision  --  surely  outweigh 
whatever  tenuous  benefits  investors  currently  reap  from  the  class 
action  industry.   Frivolous  lawsuits  result  in  diminished 
opportunities  for  small  investors,  as  corporations  shy  away  from 
selling  securities  to  the  public-   In  addition,  public 
companies  find  it  increasingly  difficult  to  attract  and  retain 
experienced  independent  directors,  which  results  in  a  decrease  in 
the  quality  of  corporate  guidance.-   Those  who  remain  willing 


-    Since  the  advent  of  what  is  now  called  the  "directors  and 
officers  liability  insurance  crisis,"  in  the  mid  1980' s,  premiums 
for  DStO  coverage  have  risen  approximately  seven- fold.   See 
Phillip  N.  Norton,  "1992  DiO  Liability  Survey  Summary"  (Wyatt  Co. 
1993) . 

'*'         Judge  Kozinski  eloquently  stated  the  issue  as  follows: 
"(F]ear  of  this  type  of  scorched  earth  litigation  --  the 
jurisdicial  equivalent  of  the  firebombing  of  Dresden  --  will  only 
discourage  people  like  the  sellers  from  entering  into  such 
transactions.   That  the  plaintiffs  were  able  to  inflict  major 
financial  damage  on  their  adversaries,  using  as  their  launch 
vehicle  a  case  so  thin  it  was  never  allowed  to  reach  the  jury, 
will  surely  send  a  chill  down  the  spine  of  anyone  contemplating 
selling  securities."   Layman  v.  Combs,  supra.  981  F.2d  at  1107 
(Kozinski,  J.,  dissenting)  (footnote  .omitted) . 

»^'    According  to  a  Harris  poll  conducted  last  year,  some  50%  of 
the  outside  directors  of  America's  largest  companies  have  been 
sued  in  connection  with  their  board  service;  fewer  than  half  of 
the  directors  and  CEOs  surveyed  were  "very  confident"  that  the 
courts  would  exonerate  them  even  if  they  did  nothing  wrong;  and 

(continued. . . 
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to  serve  often  find  themselves  reluctant  --  due  to  the  ever- 
present  threat  of  litigation  --to  embark  on  aggressive  programs 
chat  could  be  of  tremendous  benefit  to  their  shareholders .-' 
Finally,  the  ease  with  which  Rule  lOb-5  class  actions  can  be 
filed  and  prosecuted  raises  the  cost  of  even  the  most  careful 
disclosure  and  thus  discourages  corporate  managers  from  revealing 
any  information  not  strictly  mandated  by  law.^' 
III.  THE  NEED  FOR  CONGRESSIONAL  ACTION 

Because  Rule  lOb-5  was  not  intended,  by  its  drafters, 
CO  create  a  private  right  of  action,  its  text  neither  defines  the 
contours  nor  sets  the  limits  of  such  claims.   Until  now,  that 
cask  has  fallen  wholly  to  the  federal  judiciary.   The  very  nature 
of  the  judicial  review  process,  however,  requires  a  court  to 
limic  its  focus  in  any  one  case  to  the  single  issue  or  group  of 
issues  before  it.   Moreover,  the  courts  generally  consider 
themselves  bound  Co  decide  federal  securities  cases  in  accordance 


—'(...  concinued) 

an  overwhelming  majority  considered  the  phenomenon  of  qualified 
directors  refusing  to  serve  on  board  to  be  a  problem.   See 
"Outside  Directors  and  the  Risks  They  Face,"  at  53-55,  66  (Louis 
Harris  &  Associates  1993)  . 

'^'         No  matter  how  cautious  corporate  officers  and  directors  are 
when  structuring  a  transaction,  litigation  may  be  unavoidable. 
For  example,  a  1991  merger  agreement  between  Borland 
International,  Inc.  and  Ashton-Tate"  Corp.  provoked  two 
contradictory  class  actions,  one  alleging  that  the  price  paid  was 
too  high,  the  other  claiming  that  it  was  too  low.   See  Securities 
Class  Action  Alert.  September  1991,  at  62. 

-    It  has  become  particularly  risky  to  reveal  projections, 
plans  or  estimates,  which  --  although  tremendously  useful  to 
investors  --  almost  invariably  result  in  litigation  if  for  one 
reason  or  another  they  prove,  in  hindsight,  to  have  been  overly 
optimistic.   See  Paul  G.  Mahoney,  Precaution  Costs  and  the  Law  r: 
Fraud  in  Impersonal  Markets,  78  Va .  L.  Rev.  623,  650-55  (1992). 
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with  judicial  precedent  or  (if  there- is  none)  in  accordance  with 
such  evidence  as  may  exist  concerning  the  intent  half  a  century 
ago  of  the  original  drafters  of  the  1933  and  1934  Acts.-   It  is 
difficult  for  the  courts  to  overrule  long-established  precedent 
or  disregard  legislative  history  on  public  policy  grounds;  nor, 
of  course,  are  they  at  liberty  to  amend  an  existing  statute  on 
policy  grounds.—' 

It  is  to  Congress,  therefore,  that  the  victims  of 
frivolous  securities  litigation  must  turn  for  relief.   Those 
victims,  as  noted  above,  include  not  only  the  issuers,  corporate 
officers,  securities  broker-dealers,  investment  bankers, 
accountants  and  other  advisors  commonly  named  as  defendants  in 
securities  fraud  class  actions  but  also  the  very  shareholders  on 
whose  behalf  such  actions  are  purportedly  filed  and,  ultimately, 
the  general  public. 


-    Thus,  in  Musick.  Peeler  &  Garrett  v.  Employers  Ins.  of 
Wausau,  113  S.  Ct .  2085,  2089-90  (1993),  the  Court  declined  to 
take  public  policy  into  account  when  considering  whether  to 
permit  Rule  lOb-5  defendants  to  bring  contribution  claims  against 
one  another,  explaining,  "Our  task  is  not  to  assess  the  relative 
merits  of  the  competing  rules,  but  rather  to  attempt  to  infer  how 
the  1934  Congress  would  have  addressed  the  issue  had  the  lOb-5 
action  been  included  as  an  express  provision  in  the  1934  Act." 

^'    Thus,  in  Central  Bank  of  Denver.  N.A.  v.  First  Interstate 
Bank  of  Denver.  N.A. .  114  S.  Ct .  1439^  1448,   although  Justice 
Kennedy  articulated  --  with  obvious  approval  --  the  policy 
arguments  against  the  continued  use  of  the  aiding  and  abetting 
doctrine  in  private  Rule  lOb-5  litigation,  he  took  care  not  to 
rest  the  Court's  decision  on  that  ground,  explaining,  "The  issue 
.  .  .  is  not  whether  imposing  private  civil  liability  on  aiders 
and  abettors  is  good  policy  but  whether  aiding  and  abetting  is 
covered  by  the  statute." 
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IV.   H.R.  417 

SIA  believes  that  H.R.  417,  the  "Securities  Private 
Enforcement  Reform  Act,"  introduced  by  Congressman  Tauzin  and 
others  last  year,  is  a  well-reasoned  effort  to  address  and 
correct  many  of  the  problems  that  have  resulted  from  the  decades 
of  unfettered  judicial  development  of  the  implied  private  right 
of  action  under  Rule  lOb-5. 

A.    Proportionate  Liability/Contribution 

One  of  the  inequities  inherent  in  the  current  state  of 
the  law  under  Rule  10b- 5  flows  from  the  common  law  doctrine  of 
joint  and  several  liability  which  --  as  applied  to  Rule  lOb-5 
litigation  by  the  federal  courts  --  renders  any  one  defendant 
found  to  have  violated  the  rule  liable  to  pay  the  entire  damage 
award,  regardless  of  the  relative  culpability  of  that  defendant 
compared  with  others.-'  As  a  practical  matter,  the  doctrine  of 
]oint  and  several  liability  forces  the  most  solvent  potential 
defendants  (typically  the  investment  bankers  who  underwrote  the 
issuer's  securities  offering  and/or  the  accountants  who  audited 
Its  financial  statements)  to  bear  the  brunt  of  any  settlement  or 
damage  award,  regardless  of  their  actual  degree  of  fault.—' 


-    See  Globus  Inc.  v.  Law  Research  Service.  Inc..  318  F.  Supp. 
955,  956  (S.D.N.Y.  1970),  aff 'd  per  curiam.  442  F.2d  1346  (2d 
Cir.),  cert,  denied.  404  U.S.  9^1  (1971). 

-'    In  Musick.  Peeler  &  Garrett,  supra,  the  Supreme  Court  gave  a 
Rule  10b- 5  defendant  the  theoretical  right  to  contribution  from 
others  after  it  has  paid  the  entire  judgment,  or  more  than  its 
"fair  share"  in  settlement,  to  the  plaintiffs.   In  many  cases, 
however,  the  joint  tortfeasors  from  whom  contribution  would 
otherwise  be  due  are  insolvent.   In  other  cases,  the  likely 
targets  of  the  contribution  claim  were  never  sued  by  the 
plaintiffs;  consequently,  the  contribution  claimant  must  in 

(continued. . . 

NYI.6I4M  )  14 


476 


H.R.  417  addresses  this  issue  not  by  abolishing  the 
concept  of  joint  and  several  liability,  but  by  limiting  it  to 
those  defendants  who  have  engaged  in  "knowing  securities  fraud." 
"Knowing  securities  fraud,"  in  turn,  is  defined  so  as  to  exclude 
"reckless  conduct,"  which,  under  existing  judicial  precedent,  is 
sufficient  to  satisfy  the  "scienter"  element  of  a  Rule  lOb-5 
claim. ^"   Thus,  only  a  defendant  who  is  determined  to  have 
acted  with  actual  knowledge  that  his  statement  was  materially 
false  or  misleading,  and  that  others  were  likely  to  rely  on  that 
statement,  will  run  the  practical  risk  of  being  held  liable  for 
the  entire  amount  of  any  damage  award  to  the  plaintiffs.   Those 
who  acted  with  a  lesser  degree  of  culpability  will  be  assured, 
under  H.R.  417,  that  their  liability  will  be  limited  to  their 
fair  share  of  the  "damage  claimed  by  the  plaintiff." 

SIA  believes  that  this  provision  would  help  ameliorate 
the  often  unjust  results  produced  by  the  joint  and  several 
liability  doctrine.   The  distinction  between  "knowing  securities 
fraud"  and  "reckless"  conduct  will  be  of  particular  benefit  to 
those  who,  under  current  law,  are  most  likely  to  suffer  unjustly: 
the  underwriters  and  accountants  whose  role  in  the  alleged  fraud 


— ( . . . continued) 

effect  retry  the  case  against  the  contribution  defendants  in 
order  to  establish  a  right  to  relief.   Either  way,  the  "deep 
pocket"  initially  forced  to  pay  all  or  most  of  the  plaintiffs' 
damages  may  find  that,  as  a  practical  matter,  it  has  no  way  to 
bring  its  own  ultimate  liability  in  line  with  its  culpability. 

^'    See  Ernst  &  Ernst  v.  Hochf elder,  supra  (holding  that 
liability  under  Rule  lOb-5  must  be  predicated  on  a  finding  of 
"scienter"  as  opposed  to  mere  negligence)  ,-  Rolf  v.  Blvth.  Eastr-a: 
Dillon  &  Co. .  570  F.2d  38,  46-47  (2d  Cir.),  cert,  denied.  439 
U.S.  1039  (1978)  (holding  that  "recklessness"  is  the  minimal 
level  of  intent  necessary  to  satisfy  the  scienter  element) . 

NY|.«I4M3  15 


477 


is  typically  peripheral  but  whose  "deep  pockets"  make  them 
targets  for  plaintiffs.   In  addition,  this  provision  will  serve 
the  salutary  function  of  encouraging  plaintiffs  to  pursue  their 
legal  remedies  against  all  potential  wrongdoers  rather  than 
focusing  on  the  "deep  pockets"  and  leaving  it  to  them  to  collect 
contribution  --  if  they  can  --  from  others. 

It  must  also  be  said,  however,  that  the  line  drawn  by 
H.R.  417  will  in  all  likelihood  prove  difficult  to  apply.   Just 
as  the  courts  have  struggled  with  the  difference  between 
"negligence"  and  "recklessness,"-'  so  will  they  be  required, 
should  H.R.  417  become  law,  to  struggle  with  the  difference 
between  "recklessness"  and  "knowing  securities  fraud."   The  task 
may  prove  especially  difficult  for  lay 'jurors,  whose  natural 
sympathies  tend  to  lie  with  investors  who  have  lost  money  in  the 
stock  market,  and  who  may  be  tempted  to  stretch  the  legal 
boundaries  in  order  to  compensate  such  investors. 

To  the  extent  that  joint  and  several  liability  is 
retained  for  some  but  not  all  defendants,  moreover,  the  courts 
will  quickly  find  themselves  facing  a  morass  of  contribution- 
related  issues.   In  Musick.  Peeler  &  Garrett,  supra.  113  S.  Ct . 
at  2091,  the  Supreme  Court  held  that  a  Rule  lOb-5  defendant  has 
"a  right  to  contribution  against  other  parties  who  have  joint 


ii'    See,  e.g.  .  Hollinger  v.  Titan  Capital  Corp..  914  F.2d  1564 
1569-70  (9th  Cir.  1990);  Sundstrand  Corp.  v.  Sun  Chemical  Corp. 
553  F.2d  1033,  1044  (7th  Cir.),  cert,  denied.  434  U.S.  875 
(1977)  . 
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responsibility  for  the  violation."—   H.R.  417  properly 
preserves  this  right  for  defendants  found  to  have  engaged  in 
"knowing  securities  fraud, "  though  it  prohibits  merely  reckless 
defendants  (whose  liability  will  be  limited,  in  the  first 
instance,  to  their  fair  share  of  plaintiffs'  damages)  from 
seeking  contribution  except  pursuant  to  contract. 

While  the  concept  of  contribution  is  easy  to  understand 
(and,  SIA  believes,  is  an  essential  adjunct  to  the  doctrine  of 
joint  and  several  liability) ,  it  is  not  easy  to  apply,  especially 
in  a  complex  securities  fraud  class  action.   The  Supreme  Court 
has  never  articulated  how  liability  should  be  allocated  in  the 
context  of  a  contribution  claim  by  one  already  adjudicated  liable 
to  plaintiffs,  and  the  lower  federal  courts  have  split  on  the 
issue. ^   Clouding  the  picture  still  further  --  should  H.R.  417 


^    SIA  submitted  an  amicus  curiae  brief  in  Musick.  Peeler  & 
Garrett  in  support  of  contribution  rights  under  Rule  lOb-5.   Sue: 
rights,  SIA  believes,  must  in  fairness  be  afforded  to  any 
defendant  facing  the  possibility  of  joint  and  several  liability 
under  Rule  lOb-5,  just  as  contribution  rights  are  expressly 
afforded  to  defendants  facing  joint  and  several  liability  under 
Section  11(f)  of  the  1933  Act,  15  U.S.C.  §  77k(f),  and  Sections 
9(e)  and  18(b)  of  the  1934  Act,  15  U.S.C.  §§  78i  (e)  and  78r(b). 

-     In  the  Second  Circuit,  liability  among  joint  tortfeasors  is 
generally  apportioned  on  a  simple  "pro  rata"  basis.   See  Herzfel : 
V.  Laventhol.  Krekstein.  Horwath  &  Horwath.  540  F.2d  27,  39  (2d 
Cir.  1976) .   In  the  Ninth  Circuit,  by  way  of  contrast,  a 
proportionate  culpability  rule  is  used.   See  Smith  v.  Mulvaney. 
827  F.2d  558  (9th  Cir.  1987) .   The  courts  have  also  split  as  to 
the  rule  to  apply  where  --  as  is  often  the  case  --  some 
defendants  have  settled  with  plaintiffs  before  a  final  judgment 
is  rendered  against  the  nonsettling  defendants.   The  Second 
Circuit  has  held  that  the  nonsettling' defendants  automatically 
become  liable  for  the  entire  amount  of  the  damages  found  by  the 
jury,  less  a  dollar-f or-dollar  "credit  of  the  settlement  amount 
Singer  v.  Olympia  Brewing  Co..  878  F.2d  596,  600  (2d  Cir.  1989). 
cert,  denied.  493  U.S.  1024  (1990).   The  Ninth  Circuit  continues 
to  insist  on  the  more  equitable  proportionate  culpability  rule. 

(continued. . . 
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be  adopted  in  its  present  form  --is  -the  possibility  that  one 
defendant  may  be  found  to  have  engaged  only  in  reckless  conduct 
(and  thus  will  be  held  liable  only  for  its  fair  share  of  the 
plaintiffs'  damages)  while  another  defendant,  in  the  same  case, 
is  found  to  have  engaged  in  knowing  securities  fraud  (and  thus 
will  be  held  jointly  and  severally  liable  for  the  entire  damage 
award  but  permitted,  in  subsequent  litigation,  to  bring 
contribution  claims  against  others,  including  persons  and 
entities  never  sued  by  plaintiffs) .   Depending  where  the 
contribution  claims  are  litigated,  and  how  the  presiding  court 
applies  the  doctrines  of  res  judicata  and  collateral  estoppel, 
those  claims  may  produce  results  inconsistent  with  the 
proportionate  liability  determination  made  in  the  initial 
lawsuit,  and  result  in  either  over-  or  under-compensation  of  the 
contribution  claimant. 


^'(  .  .  .continued) 

See  Franklin  v.  Kavpro  Corp..  884  F.2d  1222  (9th  Cir.  1989), 

cert,  denied,  498  U.S.  890  (1990). 

In  McDermott.  Inc.  v.  AmClvde  and  River  Don  Castings.  Ltd.. 
114  S.  Ct .  1461  (1994),  the  Supreme  Court  held  that  the  liability 
of  nonsettling  defendants  in  an  admiralty  case  (in  which  another 
defendant  had  previously  settled  with  plaintiff)  should  be 
calculated  by  application  of  what  the  Court  called  the 
"proportionate  share  rule,"  wheretiy  the  nonsettling  defendants 
will  ultimately  pay  whatever  proportion  of  the  plaintiff's  total 
damages  is  determined,  by  the  jury,  to  be  their  equitable  share 
after  trial.   The  broad  language  used  in  McDermott  suggests 
strongly  that  the  Court  intended  this  rule  to  apply  to  securities 
fraud  and  other  non-admiralty  actions  in  the  partial  settlement 
context.   It  is  less  clear,  however,  whether  the  Court  would 
require  trial  judges  to  use  a  proportionate  fault  or 
proportionate  liability  formula  in  a  Rule  lOb-5  contribution 
action  brought  by  a  party  against  whom  or  which  a  judgment  of 
joint  and  several  liability  had  already  been  entered. 
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There  are  several  different  ways  to  avoid  these 
difficulties,  all  of  which  flow  from  the  two-tiered  structure  of 
H.R.  417.   Congress  could  simply  abolish  joint  and  several 
liability  altogether  under  Rule  lOb-5,  thus  ensuring  that  no 
defendant  is  ever  required  to  pay  more  than  its  fair  share  to  the 
plaintiffs.   SIA  would  applaud  such  a  step.   Alternatively, 
Congress  could  limit  liability  under  Rule  lOb-5  to  those  who  have 
engaged  in  knowing  securities  fraud  while  preserving  the  right  to 
contribution  for  all  such  defendants.   SIA  believes  that  this 
would  be  entirely  appropriate,  given  that  Rule  lOb-5  was 
intended,  by  its  drafters,  to  combat  "fraud"  rather  than  to 
permit  enormous  damage  awards  premised  upon  an  amorphous 
"recklessness"  standard  which  is  difficult  to  distinguish  from 
negligence  (and  has  never  been  expressly  endorsed  by  the  Supreme 
Court) .   Finally,  Congress  could  preserve  the  two-tiered 
structure  of  H.R.  417  and  go  on  to  specify,  in  the  statute 
Itself,  that  contribution  claims  are  to  be  adjudicated  under  the 
same  proportionate  fault  rules  used  to  determine  the  relative 
liability  of  reckless  defendants.   This  alternative  would  not 
solve  all  of  the  problems  identified  above  but  would  at  least 
guard  against  the  risk  of  inconsistent  results  flowing  from  the 
application  of  ad  hoc  contribution  rules  by  the  lower  federal 
courts. 

B.    Attorneys'  Fees 

H.R.  417  would  in  effect  adopt  the  "English  rule"  -- 
which  requires  the  loser  to  pay  the  winner's  legal  fees  after 
judgment  --  for  use  in  private  civil  lawsuits  brought  under  Rule 
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lOb-5.   If  such  a  rule  would  effectively  deter  strike  suits 
without  chilling  legitimate  claims,  SIA  would  support  it. 
Unfortunately,  the  fee-shifting  provision  incorporated  in  H.R. 
417  would  not  likely  have  that  effect.   Instead,  it  could  well 
prevent  the  institution  and  prosecution  of  meritorious  lawsuits. 
Moreover,  such  a  provision  could  encourage  counsel  for  both  sides 
to  "overlitigate"  their  cases  so  as  to  increase  the  fee  award  in 
the  event  of  a  victory.   Thus,  we  believe  that  Congress  could 
more  effectively  limit  strike  suits  by  refining  and  narrowing  the 
Rule  lOb-5  cause  of  action  itself,  and  by  putting  new  rules  in 
place  to  guard  against  abusive  litigation  tactics,  as  discussed 
below. 

SIA  is  in  favor  of  permitting  the  courts  to  award  fees 
to  parties  forced  to  defend  against  abusive  discovery  practices 
in  Rule  10b- 5  cases.   The  massive  one-way  discovery  campaigns 
that  have  become  the  rule  in  securities  fraud  class  actions  not 
only  increase  defendants'  legal  bills  but  require  them  to  divert 
substantial  personnel  resources  in  order  to  respond  to 
unjustified  and  overbroad  demands  for  documents  and  other 
information.   Indeed,  the  "litigation  differential"  that 
contributes  to  the  pressure  on  Rule  10b- 5  defendants  to  settle 
even  meritless  claims  is  due  in  large  part  to  such  abusive 
discovery  campaigns,  which  have  become  a  means  of  legal 
extortion.-'  Thus,  SIA  would  support  a  provision  permitting  the 
award  of  fees  and  expenses  to  a  Rule  lDb-5  defendant  who  has 


H'    sss  Using  Rule  9(b) .  supra.  99  Yale  L.J.  at  1596-97, 
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defeated  a  motion  to  compel  discovery  or  prevailed  on  a  motion 
for  a  protective  order. 

We  note,  however,  that  Fed.  R.  Civ.  P.  37(a)(4),  as 
amended  in  1993,  already  provides  for  substantially  this  relief 
in  all  civil  litigation.-   SIA  thus  questions  the  need  for 
incorporating  a  similar  provision,  applicable  only  to  Rule  lOb-5 
litigation,  into  H.R.  417. 

C.    Abusive  Practices 

SIA  endorses  the  various  provisions  of  H.R.  417 
designed  to  guard  against  some  of  the  more  egregious  practices 
that  have  grown  up  under  current  Rule  lOb-5  jurisprudence. 
Representative  or  "named"  plaintiffs  should  not  be  awarded  any 
greater  share  of  a  class  action  settlement  or  judgment  than  other 
class  members  similarly  situated.   Permitting  a  representative 
plaintiff  to  collect  a  "bounty"  not  only  encourages  shareholders 
to  bring  lawsuits  in  hopes  of  personal  profit;  it  is  also  unfair 
to  other  class  members,  whose  recoveries  will  be  reduced  by  the 
amount  of  any  disproportionate  payment  made  to  the 
representative.   SIA  recommends,  moreover,  that  the  prohibition 
on  bounty  payments  to  class  representatives  be  extended  to  all 
class  actions  brought  under  the  federal  securities  laws, 
including  those  brought  pursuant  to  Sections  11  and  12(2)  of  the 


^'    Rule  37(a) (4)  states  that  the  court  shall,  after  affording 
an  opportunity  to  be  heard,  require  the  losing  party,  that 
party's  attorney,  or  both,  to  pay  the  prevailing  party's 
reasonable  expenses  incurred  in  connection  with  a  discovery 
motion,  including  attorneys'  fees,  unless  the  court  finds  that 
the  losing  party's  position  was  "substantially  justified"  or  tha: 
"other  circumstances  make  an  award  of  expenses  unjust." 
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1933  Act,  15  U.S.C.  §§  77k  and  771(2),  and  the  other  express 
private  remedy  provisions  of  the  1933  and  1934  Acts. 

Similarly,  SIA  agrees  that  an  attorney  should  be 
prohibited  from  acting  as  counsel  to  a  plaintiff  class  where,  as 
is  often  the  case,  that  attorney  has  paid  or  become  obligated  to 
pay  a  "finders'  fee"  to  a  referring  attorney,  to  the 
representative  plaintiff,  or  to  any  other  third  person.   A  class 
attorney  obligated  to  pay  such  a  fee  to  a  "finder"  will  naturally 
tend  CO  inflate  his  or  her  own  attorneys'  fee  request  to  the 
court  at  Che  conclusion  of  the  case,  to  the  detriment  of  the 
class  members  on  whose  behalf  the  suit  is  supposedly  brought. 
Once  again,  SIA  recom.mends  that  this  prohibition  be  extended  to 
all  class  actions  brought  under  the  federal  securities  laws, 
whether  pursuant  to  Rule  10b- 5  or  otherwise.   SIA  also  recommends 
that  the  prohibition  extend  to  attorneys  who  have  in  the  past 
served  as  co-counsel  with,' or  clients  of,  the  plaintiffs  they 
propose  to  represent. - 

The  payment  of  "bounties"  to  class  representatives  and 
formal  or  informal  "finders'  fees"  for  referrals  are  not  the  only 
abusive  practices  that  have  developed  in  connection  with  the 
securities  fraud  class  action  industry.   For  example,  some 
"professional  plaintiffs"  provide  steady  employment  for  the  law 
firms  with  which  they  cooperate  by  buying  a  few  shares  in  a  large 
number  of  new  or  troubled  companies  in  hopes  of  a  dramatic 


-    See,  e.g..  Shields  v.  Washington  Bancorporat ion.  1991  U.S. 
Dist.  LEXIS  14373  (D.D.C.  Oct.  10,  1991)  (refusing  to  certify 
Shields  as  class  representative  because  he  had  in  the  past  wor<- 
as  co-counsel  and  shared  fees  with  the  firm  that  sought  to 
represent  him  in  the  present  case) . 
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adverse  development  and  a  subsequent  lawsuit.-   SIA  recommends 
that  all  plaintiffs  seeking  to  be  certified  as  class 
representatives  be  required  to  reveal  their  investment  histories, 
and  that  the  courts  be  specifically  directed  to  deny 
certification  to  would-be  representatives  who  purchased  for 
litigation  rather  than  investment  purposes. 

Finally,  as  noted  above,  a  securities  fraud  class 
action  is  often  initiated  --  within  hours  of  the  disclosure  of  an 
adverse  corporate  development  -  -  by  a  "race  to  the  courthouse" 
among  firms  eager  to  secure  the  position  of  lead  class  counsel 
and  obtain  the  lion's  share  of  any  fee  award  made  at  the 
conclusion  of  the  case.   Fed.  R.  Civ.  P.  11,  which  requires 
attorneys  to  engage  in  a  "reasonable"  factual  and  legal  inquiry 
before  filing  a  complaint,  has  occasionally  been  used  to  impose 
sanctions  upon  attorneys  who,  in  their  haste  to  file,  simply 
plagiarize  a  prior  complaint  and  insert  the  name  of  a  different 
shareholder.-   Rule  11  does  not,  however,  provide  sufficient 
safeguards  against  this  or  similar  practices  (especially  since 


11'  See  Do  the  Merits  Matter?,  supra.  43  Stan.  L.  Rev.  at  565- 

566  (one  individual  appeared  as  plaintiff  in  five  of  the  nine 
cases  studied  and  had  been  a  plaintiff  in  90  previous  cases) . 
See  also   Shields  v.  Smith.  Fed.  Sec.  L.  Rep.  (CCH)  1  97,007 
(N.D.  Cal .  1992)  (refusing  to  certify  Shields  as  class 
representative  where  evidence  showed  that  he  had  a  "practice  of 
buying  a  few  shares  in  troubled  companies  in  order  to  later  serve 
as  class  representative"). 

^'    See,  e.g. ■  Garr  v.  U.S.  Healthcare  Inc..  22  F.3d  1274  (3d 
Cir.  1994)  (affirming  sanctions  assessed  by  district  court 
against  two  attorneys  who  relied  on  nothing  more  than  a  newspaper 
article  and  a  prior  complaint,  prepared  by  another  firm,  before 
filing  "copycat"  class  action  complaints  of  their  own  in  the  nar- 
of  different  shareholders) . 
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Its  1993  amendment,  which  narrowed  its  scope  and  weakened  its 
effectiveness)  . 

SIA  recommends,  therefore,  that  Congress  codify  the 
method  used  in  Tn  re  Oracle  Securities  Litiq.,  supra .   Faced  with 
over  a  dozen  separate  securities  fraud  complaints,  all  filed 
within  two  weeks  after  Oracle  announced  disappointing  earnings 
and  suffered  a  drop  in  its  stock  price.  Judge  Walker  ordered  each 
firm  wishing  to  represent  the  class  to  submit  a  bid  (prepared 
independently,  without  any  collusion  among  the  bidders) 
explaining  why  that  firm  should  be  awarded  the  position  of  class 
counsel  and  what  it  would  charge  for  its  services.   After 
reviewing  those  bids,  the  court  ultimately  selected,  as  lead 
class  counsel,  the  firm  best  able  to  represent  the  class 
effectively  and  for  a  reasonable  price.-'   A  mechanism  of  this 
sort,  uniformly  applied  to  all  class  and  derivative  actions  under 
the  federal  securities  laws,  would  remove  the  current  incentive 
to  be  first  to  file,  would  counteract  the  tendency  of  class 
counsel  to  overlitigate  cases  (in  order  to  better  support  their 
post-settlement  fee  applications) ,  and  would  improve  the  quality 
of  representation  for  class  members  dependent  on  class  counsel 
for  their  ultimate  recovery. 
D.    Disgorged  Funds 

H.R.  417  would  prevent  plaintiffs'  attorneys  from 
benefiting  from  the  work  of  government  regulators  --at  the 
expense  of  their  clients  --by  prohibiting  the  use  of  any  funds 


22'    In  re  Oracle  Sec.  Litig..  132  F.R.D.  538  (N.D.  Cal .  1990) 
recon"  denied.  136  F.R.D.  639  (N.D.  Cal.  1991). 
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disgorged  as  a  result  of  SEC  enforcement  proceedings  to  pay  the 
fees  or  expenses  of  private  plaintiffs'  lawyers  seeking 
distribution  of  the  disgorged  funds.   SIA  supports  this 
provision,  and  also  supports  the  provision  giving  a  defendant  a 
"credit"  against  any  Rule  10b- 5  judgment  in  the  amount  of  any  sum 
he  was  previously  required  to  disgorge  as  a  result  of  an  SEC 
enforcement  action  arising  out  of  the  same  alleged  misconduct. 
Whether  or  not  such  "double  dipping"  falls  within  the  prohibition 
of  the  Double  Jeopardy  Clause  or  Section  28(a)  of  the  1934  Act, 
It  is  manifestly  unfair  to  require  a  defendant  to  pay  twice  for 
the  same  misdeed. 

E.    Burden  of  Proof 

H.R.  417  would  require  a  Rule  lOb-5  plaintiff  to 
establish  the  "scienter"  element  of  the  offense  by  "clear  and 
convincing"  evidence  before  recovering  damages.   SIA  supports 
this  proposal,  but  believer  it  does  not  go  far  enough.   At  commc^. 
law,  m  recognition  of  the  severe  reputational  damage  inflicted 
by  charges  of  fraud  and  the  potential  for  financially  devastating 
damage  awards,  many  jurisdictions  require  all  elements  of  a  fraud 
claim  to  be  established  by  more  than  a  mere  "preponderance"  of 
the  evidence.—   The  same  dangers  are  present  in  a  Rule  10b- 5 


-    See,  e.g.,  J.  Frederick  Scholes  Agency  v.  Mitchell.  191 
Conn.  353,  464  A. 2d  795,  798  (1983);  Moser  v.  DeSetta.  527  Pa. 
157,  589  A. 2d  679,  682  (1991) .   Rule  lOb-5  claims,  unlike  common- 
law  fraud  claims,  cannot  result  in  punitive  damage  awards. 
However,  the  "fraud  on  the  market"  thfeory  --  which  was  approved 
by  the  Supreme  Court  in  Basic.  Inc.  v.  Levinson.  supra,  for  use 
in  lOb-5  actions,  but  has  never  been  accepted  by  any  state 
supreme  court  for  use  in  common  law  fraud  cases  --  permits 
thousands  of  small  claimants  to  aggregate  their  claims  so  as  to 
pose  an  economic  threat  that  is  at  least  equal  to,  if  not  greate: 

(continued. . . 
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action;  consequently,  SIA  believes  that  Rule  lOb-5  plaintiffs 
should  be  required  to  prove  all  elements  of  their  claims  by  clear 
and  convincing  evidence. 

F.    Pleading  Requirement 

H.R.  417  would  require  a  Rule  lOb-5  plaintiff  to 
allege,  in  the  complaint,  "facts  suggesting  that  the  defendant 
acted  with"  scienter.   SIA  applauds  the  aim  of  this  provision, 
which  attempts  to  ensure  that  plaintiffs  have  in  hand  specific 
facts  indicating  that  a  defendant  acted  with  the  requisite  state 
of  mind  before  filing  a  complaint.   It  should  be  noted,  however, 
that  Fed.  R.  Civ.  P.  9(b),  which  has  long  been  held  applicable  to 
Rule  lOb-5  claims,  requires  a  plaintiff  to  set  forth  "the 
circumstances  constituting  fraud"  with  "particularity."   Most 
federal  jurisdictions  interpret  this  language,  in  the  securities 
fraud  context,  as  requiring  a  Rule  10b- 5  plaintiff  to  plead 
specific  facts  raising  a  "Strong  inference"  that  each  defendant 
possessed  the  requisite  fraudulent  intent.-   SIA  questions, 
therefore,  whether  H.R.  417  would  as  a  practical  matter  add 
anything  to  current  Rule  lOb-5  jurisprudence. 

In  order  to  put  teeth  into  Rule  9(b),  as  applied  to 
Rule  lOb-5  claims,  SIA  suggests  that  Congress  go  further.   The 
statute  should  specify  that  a  plaintiff  must,  in  order  to  plead 
scienter  with  specificity,  do  more  than  allege  that  a  defendant 
had  access  to  corporate  information  and  an  economic  motive  to 


— ( . . . continued) 

than,  the  threat  posed  at  common  law  by  an  individual  plaintiff 

seeking  to  recover  punitive  damages. 

11'    Ouaknine  v.  MacFarlane.  897  F.2d  75,  79-80  (2d  Cir.  1990). 
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violate  the  law.   This  "access  plus  motive"  formula,  used  by  many 
federal  courts,-'  offers  little  if  any  protection  to  defendants 
in  Rule  lOb-5  class  actions,  especially  those  arising  out  of 
public  stock  offerings:   virtually  every  issuer,  corporate 
officer  and  director,  and  underwriter  has  "access,"  by  virtue  of 
his,  her  or  its  status,  to  the  information  allegedly  misstated  or 
omitted  in  violation  of  Rule  lOb-5,  as  well  as  an  economic 
"motive"  to  sell  securities  at  a  high  price. 

G.    Aiding  and  Abetting 

H.R.  417  would  permit  a  private  Rule  lOb-5  plaintiff  to 
recover  on  an  aiding-and-abetting  theory  only  if  the  alleged 
aider  and  abettor  knew  that  another  party  had  committed  a  primary 
violation  and,  acting  with  the  intent  to  deceive,  provided 
substantial  assistance  to  the  primary  violation.   Since  H.R.  417 
was  first  introduced,  however,  the  Supreme  Court  has  held  that 
"there  is  no  private  aiding  and  abetting  liability"  under  Rule 
lOb-5.   Central  Bank  of  Denver,  supra.  114  S.  Ct .  at  1455. 

SIA,  which  filed  an  amicus  curiae  brief  in  Central  Bar.< 
m  support  of  the  result  reached  by  the  Court,  believes  that 
Congress  should  codify  that  result  and  explicitly  limit  secondary 
liability  under  Rule  lOb-5  to  those  liable  as  "control  persons" 
pursuant  to  Section  20(a)  of  the  1934  Act,  15  U.S.C.  §  78t.   This 
would  prohibit  the  use  of  any  common- law  doctrines  --  including 
not  only  aiding-and-abetting  but  also  respondeat  superior  --to 


-■    Ss£,  e.g. .  Goldman  v.  Belden.  754  F.2d  1059,  1070  (2d  Cir. 
1985) . 
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impose  secondary  Rule  lOb-5  liability  upon  persons  who  did  not 
themselves  commit  any  fraudulent  or  deceptive  act. 

As  Justice  Kennedy  explained  in  Central  Bank  (writing 
for  the  Court) ,  aiding-and-abetting  is  a  common  law  doctrine  that 
was  never  incorporated  into  any  of  the  express  private  liability 
provisions  of  the  1933  and  1934  Acts.   114  S.    Ct .  at  1449.   And 
for  good  reason:   "Secondary  liability  for  aiders  and  abettors 
extracts  costs  that  may  disserve  the  goals  of  fair  dealing  and 
efficiency  in  the  securities  markets."   Id.  at  1454.   To  begin 
with,  "the  rules  for  determining  aiding  and  abetting  are  unclear 
in  an  area  that  demands  certainty  and  predictability.   That  leads 
to  the  undesirable  result  of  decisions  made  on  an  ad  hoc  basis, 
offering  little  predictive  value  to  those  who  provide  services  to 
participants  in  the  securities  business."    Id.  (internal 
quotations  and  citations  omitted) .   The  Court  was  particularly 
concerned  --  and  rightly  so  -  -  that  the  uncertainties  inherent  in 
the  aiding-and-abetting  doctrine  tend  to  increase  the  defense 
costs  of  those  charged  with  this  species  of  secondary  violation, 
and  to  pressure  such  defendants  "to  abandon  substantial  defenses 
and  to  pay  settlements  in  order  to  avoid  the  expense  and  risk  of 
going  to  trial."   Id.   Further,  the  Court  pointed  out, 
"uncertainty  and  excessive  litigation  can  have  ripple  effects." 
Id.   Companies  may  find  it  difficult  to  obtain  the  advice  of 
investment  bankers  and  accountants  (those  typically  sued  under 
aiding-and-abetting  theories) ;  alternatively,  these  professionals 
may  pass  the  increased  costs  resulting  from  such  claims  on  to 
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cheir  client  companies,  and  ultimately  to  their  shareholders,  who 
are  "the  intended  beneficiaries"  of  Rule  lOb-5.   Id. 

As  Justice  Kennedy  recognized  in  Central  Bank,  the 
aiding-and-abetting  doctrine  has  been  a  significant  contributor 
to  the  increasing  tide  of  frivolous  securities  fraud  litigation 
that  --as  discussed  above  --  now  threatens  to  weaken  the  U.S. 
markets  and  harm  the  very  investors  that  the  federal  securities 
laws  were  intended  to  protect.   Liability  under  Rule  10b- 5,  as 
under  the  express  private  remedy  provisions  of  the  1933  and  1934 
Acts,  should  be  limited  to  those  who  actually  violate  the  rule 
and  those  whom  the  73d  Congress  intended  to  be  held  liable 
pursuant  to  the  "control  person"  provisions  written  into  the 
Acts.i^' 

H.    The  Statute  of  Limitations 

The  express  private  remedies  found  in  the  1933  and  1934 
Acts  are  for  the  most  part-  subject  to  what  is  usually  referred  to 
as  a  "one  and  three  year"  statute  of  limitations:   suit  must  be 
commenced  within  one  year  after  discovery  of  the  facts 
constituting  the  violation  and  within  three  years  after  the 


-    The  doctrine  of  respondeat  superior,  which  has  unfortunately 
been  accepted  as  an  "alternate  route"  to  secondary  Rule  lOb-5 
liability  by  most  of  the  lower  federal  courts,  is  even  more 
pernicious  in  its  effect  than  the  aiding-and-abetting  doctrine. 
Because  respondeat  superior  is  a  strict  liability  doctrine, 
dependent  (in  most  jurisdictions)  only  upon  a  showing  that  the 
primary  violator  was  acting  "within  the  course  and  scope"  of  his 
employment,  its  use  often  renders  totally  innocent  actors  fully 
liable  for  the  violations  of  others,  thereby  eviscerating  the 
scienter  requirement  of  Rule  lOb-5.   See  Hollinger  v.  Titan 
Capital  Corp. .  supra.  914  F.2d  at  1579-80  (Rymer,  J., 
dissenting) .   SIA  thus  proposes  that  Congress  make  explicit  what 
was  implicit  in  the  1933  and  1934  Acts:   only  those  who  violate 
federal  law,  and  those  responsible  as  "control  persons,"  may  be 
held  liable  in  damages  to  injured  investors. 
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violation  itself.-    Until  1991,  however,  most  of  the  federal 
courts  "borrowed"  from  the  common  or  statutory  law  of  the  states 
in  which  they  sat  to  supply  the  statute  of  limitations  for  a 
private  Rule  lOb-5  claim,  thereby  creating  a  patchwork  of 
differing  limitations  periods  applicable  in  different  federal 
jurisdictions.   In  Lamcf .  Pleva.  Lipkind.  Pruuis  &  Petriqrow  v. 
Gilbertson.  501  U.S.  350  (1991),  the  Supreme  Court  brought 
uniformity  to  the  field  by  holding  that  a  private  Rule  10b- 5 
claim,  like  other  private  claims  brought  under  the  1933  and  1934 
Acts,  must  be  "commenced  within  one  year  after  the  discovery  of 
the  facts  constituting  the  violation  and  within  three  years  after 
such  violation."   The  Court  also  took  care  to  point  out  that  -- 
as  is  the  case  under  the  express  private  remedy  provisions  of  the 
1933  and  1934  Acts  --  "(t]he  3-year  limit  is  a  period  of  repose 
inconsistent  with  tolling."   Id. 

H.R.  417  would  c&dify  the  one-year  period  prescribed  by 
Lampf .  and  would  make  it  clear  that  this  period  commences  to  run 
when  the  violation  was  discovered  "or  should  have  been  discovered 
in  the  exercise  of  due  diligence."   SIA  supports  this 
formulation,  which  is  consistent  with  the  interpretation  given  to 
Lampf  by  most  of  the  lower  federal  courts.—   One  year  is  more 


Hf         S£e  15  U.S.C.  §§  77m,  78i{e^,  78r(c)  and  78cc(b).   There  is 

one  exception:   Section  16(b)  of  the  1934  Act,  15  U.S.C.  § 

78b (p),  requires  claims  to  be  brought  within  two  years  after  the 

violation. 

i^'         See,  e.g.  .  Dodds  v.  Cigna  Sec.  Inc..  12  F.3d  346,  350  (2d 
Cir.  1993),  cert,  denied.  114  S.  Ct .  1401  (1994)  (holding  that 
"discovery"  includes  "constructive  and  inquiry  notice  as  well  as 
actual  notice,"  and  explaining  that  a  plaintiff  "will  be  deemed 
to  have  discovered  fraud  for  purposes  of  triggering  the  statute 

(continued. . . 
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than  enough  time  for  a  plaintiff  exercising  ordinary  diligence  to 
file  a  Rule  lOb-5  action.   Indeed,  as  noted  above,  many 
securities  fraud  class  actions  are  now  filed  within  days  --  even 
hours  --  of  the  event  that  allegedly  permitted  the  named 
plaintiff  to  discover  the  fraud.   SIA  has  serious  doubts  whether 
a  reasonable  investigation  (as  required  by  Rule  11)  can  be 
performed  within  the  time  it  takes  to  print  out  a  complaint  on  a 
modern,  high-speed  word  processor.   SIA  is  confident,  however, 
that  a  twelve-month  period  affords  an  ample  opportunity  to 
investigate,  draft  and  file  a  complaint  that  complies  with  Rule 
11.   Anything  longer  would  simply  encourage  investors  to  "play 
the  market";  that  is,  to  wait  as  long  as  possible  after  notice  of 
the  alleged  violation  before  deciding  --  based  on  the  performance 
of  their  investments  --  whether  or  not  to  sue. 

SIA  also  supports  the  codification  of  the  inquiry- 
notice  or  constructive  notice  test,  which  holds  plaintiffs  to  a 
"reasonable  person"  standard  and  requires  that  suit  be  brought 
within  one  year  after  the  violation  "should  have  been  discovered 
through  the  exercise  of  reasonable  diligence."   This  approach 
will  rarely,  if  ever,  produce  an  unfair  result  in  any  individual 
case.   An  actual  notice  standard,  on  the  other  hand,  would  lead 
to  endless  disputes,  incapable  of  easy  resolution,  concerning  an 
inherently  subjective  fact:   the  contents  of  the  plaintiff's  head 
on  a  particular  date.   Moreover,  an  actual  knowledge  test  would 
make  it  all  too  easy  for  a  plaintiff  to  extend  the  one-year 


—'(...  continued) 

of  limitations  when  a  reasonable  investor  of  ordinary 

intelligence  would  have  discovered  the  existence  of  the  fraud") 
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period  almost  indefinitely  simply  by  claiming  that  --  despite 
documents  sent  to  his  home,  notices  posted  in  newspapers,  or 
exposes  broadcast  on  radio  or  television  --he  did  not  read, 
listen  to  or  watch  any  of  these  materials  and  consequently  had  no 
"actual  knowledge"  of  the  alleged  violation. 

Although  H.R.  417  would  preserve  the  one-year  prong  of 
the  Lampf  limitations  rule,  it  would  extend  the  period  of  repose 
--  for  all  private  suits  brought  under  the  1934  Act  --  from  three 
to  five  years.   SIA  opposes  this  feature  of  the  bill.   Any 
statute  of  repose  is  to  some  extent  arbitrary  and  carries  with  it 
the  possibility  of  cutting  off  a  legitimate  claim  that  could  not 
have  been  discovered  within  the  prescribed  number  of  years.   Such 
statutes  are  nonetheless  necessary  and  in  the  long  run,  as 
Justice  Jackson  explained,  "promote  justice  by  preventing 
surprises  through  the  revival  of  claims  that  have  been  allowed  tc 
slumber  until  evidence  has  been  lost,  memories  have  faded  and 
witnesses  have  disappeared. "-' 

Nowhere  is  the  need  for  repose  greater  than  in  the 
arena  of  large-scale  securities  fraud  litigation.   As  discussed 
above.  Rule  lOb-5  claims,  even  those  of  dubious  merit,  impose 
tremendous  burdens  on  businesses  accused  of  violations.   A  firm 
forced  to  defend  itself  against  a  stale  Rule  lOb-5  claim  faces 
even  greater  disruption  to  its  normal  business  activities,  in 
that  it  must  search  for  long-unused  documents,  contact  employees 
who  have  retired  or  left  for  other  positions  (assuming  they  are 


—    Order  of  Railroad  Telegraphers  v.  Railway  Express  Agency, 
321  U.S.  342,  348-49  (1944). 
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still  living) ,  and  attempt  to  reconstruct  events  that  may  be  all 
but  unknown  to  those  currently  managing  the  corporation. 
Moreover,  stale  claims  are  inherently  more  difficult  to  defend 
than  those  brought  within  a  reasonable  period  after  the  alleged 
violation,  further  disadvantaging  defendants  in  a  process  already 
stacked  against  them. 

The  73d  Congress  thought  long  and  hard  before  setting 
three  years  as  the  period  of  repose  applicable  to  the  express 
private  remedy  provisions  of  the  1933  and  1934  Acts.   Senator 
Fletcher,  the  author  of  the  amendment  that  fixed  the  limitations 
period  at  "one  and  three,"  said,  "A  person  ought  to  feel  safe  at 
some  reasonable  period  that  he  will  not  be  disturbed."-   SIA 
believes  that  three  years  is  a  "reasonable  period"  for  this 
purpose,  and  that  five  years  is  simply  too  long.   Indeed,  given 
that  Rule  lOb-5  litigation  "presents  a  danger  of  vexatiousness 
different  in  degree  and  in  kind  from  that  which  accompanies 
litigation  in  general,"-  SIA  can  think  of  no  justification  for 
applying  a  longer  statute  of  repose  to  the  implied  private  right 
of  action  under  Rule  lOb-5  than  to  the  express  remedies  written 
into  the  1933  Act.   If  any  distinction  is  to  be  made,  SIA  submits 
that  the  period  of  repose  applicable  to  Rule  lOb-5  claims  should 
be  shorter,  not  longer,  than  the  period  governing  less  vexatious 

claims. 

Finally,  SIA  notes  that  many  states  permit  common- law 
fraud  claims  to  be  brought  long  after  the  expiration  of  the 


il'  78  Cong.  Rec.  8198  (1934). 

IS'    Blue  Chip  Stamps,  supra.  421  U.S.  at  739, 
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three-year  period  now  applicable  to  federal  securities  claims.— 
Moreover,  there  is  no  statute  of  limitations  applicable  to  SEC 
enforcement  actions.—   For  these  reasons,  there  is  little  or  no 
danger  that  any  serious,  widespread  fraud  will  go  unredressed 
simply  because  no  Rule  lOb-5  suit  is  brought  within  three  years. 
Consequently,  there  is  no  reason  to  lengthen  the  three-year 
statute  of  repose  now  applicable  to  private  damages  actions 
brought  under  Rule  lOb-5. 
V.    ADDITIONAL  RECOMMENDATIONS 
A.    Right  to  Indemnity 

The  federal  courts,  as  noted  above,  have  repeatedly 
prohibited  defendants  from  enforcing  indemnity  contracts  with 
respect  to  Rule  lOb-5  judgments.—   SIA  believes  that  this 
principle  is  misguided.   While  the  common  law  has  historically 
prohibited  indemnification  of  fraud  judgments,  liability  under 
Rule  lOb-5  can  be  and  often  is  predicated,  under  current  law,  on 


-    See,  e.g. ■  N.Y.  Civ.  Prac .  Law  and  Rules  §  213(8)  (fraud 
claims  may  be  filed  up  to  6  years  after  the  plaintiff  "discovered 
the  fraud,  or  could  with  reasonable  diligence  have  discovered 
It")  . 

52'    See  SEC  v.  Rind.  991  F.2d  1486,  1490-92  (9th  Cir.  1993)  . 
The  court  may,  of  course,  "consider  , the  remoteness  of  the 
defendant's  past  violations"  in  deciding  whether  to  grant 
equitable  relief  requested  by  the  Commission.   Id.  at  1492. 

-'    See,  e.g..  Globus  v.  Law  Research  Serv. .  Inc..  418  F.2d 
1276,  1288-89  (2d  Cir.  1969),  cert,  denied.  397  U.S.  913  (1970). 
Some  of  the  lower  federal  courts  have  gone  even  further,  and  have 
prohibited  defendants  from  seeking  indemnity  against  any  judgment 
under  the  federal  securities  laws,  even  where  no  showing  of 
scienter  was  required  or  made.   See,  e.g.,  Balcer.  Watts  &  Co.  v. 
Miles  &  Stoc)cbridge.  876  F.2d  1101,  1008  (4th  Cir.  1989)  (en 
banc)  . 
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a  finding  of  nothing  more  than  "recklessness."-'  Given  this 
relaxed  standard,  SIA  submits,  a  Rule  lOb-5  defendant  who  has 
negotiated  an  indemnity  agreement  with  a  third  party  should  not 
be  deprived  of  the  benefit  of  his  bargain  merely  because  he  chose 
to  face  the  risk  of  trial  rather  than  to  settle  a  claim  of 
questionable  merit. 

B.    Section  12(2) 

As  the  Subcommittee  is  aware,  the  Supreme  Court  is 
currently  considering  whether  to  expand  the  private  right  of 
action  under  Section  12(2)  of  the  1933  Act,  which  renders  any 
person  who  "offers  or  sells  a  security"  by  means  of  a  false  or 
misleading  "prospectus  or  oral  communication"  liable  to  the 
purchaser,  unless  the  defendant  can  establish  that  he  did  not 
know  "and  in  the  exercise  of  reasonable  care  could  not  have 
known"  of  the  alleged  untruth  or  omission.— 

The  73d  Congress"  intended  to  make  Section  12(2) 
applicable  only  to  initial  distributions  of  securities  (including 
both  initial  and  secondary  offerings) ,  made  pursuant  to 
comprehensive  written  prospectuses  backed  up  with  extensive  due 
diligence.   This  limitation  is  crucial  to  balance  the  extremely 
low  liability  standard  incorporated  into  the  statute,  which 
permits  a  plaintiff  to  recover  even  if  he  or  she  did  not  rely  or. 
the  allegedly  misleading  representation,  even  if  the  alleged 
misrepresentation  did  not  cause  the  plaintiff's  loss,  and  even  if 


^'    See  Rolf  v.  Blyth.  Eastman  Dillon  &  Co. .  supra.  570  F.2d  at 
46-47. 

^'    Gustafson  v.  Alloyd  Co..  No.  93-404. 
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the  defendant  did  not  act  with  any  fraudulent  intent.-'  Should 
the  Court  affirm  the  decision  below,  adopt  an  expansive  reading 
of  the  term  "prospectus,"  and  permit  Section  12(2)  claims  to  be 
filed  by  those  who  purchased  their  securities  in  secondary  market 
transactions  or  private  sales,  the  resulting  damage  to  the 
securities  industry  and  the  U.S.  markets  would  be  enormous. 

Because  a  Section  12(2)  plaintiff  need  not  establish 
reliance,  causation  or  scienter  --at  any  stage  of  the  case  -- 
Section  12(2)  claims  are  even  more  difficult  to  dispose  of  on 
motion,  and  consequently  more  expensive  to  defend  against,  than 
Rule  lOb-5  claims.   Thus,  the  "litigation  tax"  imposed  by  an 
adverse  decision  in  Gustaf son  would  be  even  more  onerous  than 
that  already  imposed  by  the  current  state  of  Rule  lOb-5 
jurisprudence . 

By  the  same  token,  an  expansive  reading  of  Section 
12(2)  would  have  an  immedi'ate  and  severe  chilling  effect  on  the 
dissemination  of  various  forms  of  useful  information  that 
American  investors  have  come  to  take  for  granted.   If,  for 
example,  an  open-market  purchaser  could  file  a  Section  12(2) 
against  the  brokerage  firm  from  which  he  bought  his  stock  on  the 
theory  that  an  analyst's  report  issued  by  that  firm  was 
"materially  incomplete"  --  thereby  placing  the  burden  on  the 
defendant  to  prove  that  he  "could  not  have  known"  of  the  facts 
allegedly  omitted  from  the  report  --no  prudent  firm  would  issue 


-    A  Section  12(2)  plaintiff  need  not  even  prove  that  the 
defendant  acted  negligently;  instead,  the  burden  falls  on  the 
defendant  to  prove  that  he  did  not  and  could  not  have  known  of 
the  misleading  nature  of  the  prospectus. 
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such  a  report  without  first  undertaking  a  "due  diligence" 
investigation  similar  in  scope  and  expense  to  the  due  diligence 
perfoEwed  in  connection  with  an  initial  distribution  of 
securities.   As  a  practical  matter,  such  an  investigation  may  not 
be  possible;  corporate  managers  are  under  no  obligation  to 
provide  information  in  response  to  analysts'  inquiries  and  may, 
in  certain  situations,  be  unwilling  to  do  so.   Thus,  the  cost  and 
risk  of  issuing  analysts'  reports  would  skyrocket,  and  the  flow 
of  useful  information  to  the  public  would  be  severely  restricted. 

SIA  has  filed  an  amicus  curiae  brief  in  support  of 
petitioners  in  Gustaf son,  and  anticipates  a  favorable  outcome. 
In  the  event  of  an  adverse  result,  however,  SIA  would  strongly 
support  legislation  confirming  the  original  intent  behind  Section 
12(2)  and  limiting  the  private  right  of  action  thereunder  to 
those  who  purchase  securities  on  initial  distributions  to  the 
public . 
VI  .   CONCLUSION 

Addressing  the  balance  between  providing  adequate 
investor  protection,  on  the  one  hand,  and  protecting  legitimate 
market  activities  from  being  sapped  by  frivolous  and  expensive 
litigation,  on  the  other,  requires  astute  analysis  and  careful 
legislative  surgery.   SIA  submits  that  H.R.  417,  with  the 
modifications  suggested  above,  would  achieve  this  balance. 
Whether  or  not  H.R.  417  is  adopted,  however,  the  pernicious  and 
enervating  impact  of  unbridled  and  misguided  securities 
litigation  on  our  economy  --  and  our  ability  to  compete  in  the 
global  economy  --  must  be  checked. 
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SUPPLEMENTAL  TESTIMONY  OF 

STEPHEN  F.  SMITH 

GENERAL  COUNSEL  AND  DIRECTOR  OF  INVESTOR  RELATIONS 

EXABYTE  CORPORATION 

CONCERNING  LITIGATION  UNDER  THE  FEDERAL  SECURITIES  LAWS 

BEFORE  THE  SUBCOMMITTEE  ON  TELECOMMUNICATIONS  AND  FINANCE 

COMMITTEE  ON  ENERGY  AND  COMMERCE 

UNITED  STATES  HOUSE  OF  REPRESENTATIVES 

SEPTEMBER  22,  1994 

Chairman  Markey  and  Members  of  the  Subcommittee: 

Mr.  Chairman,  I  would  first  like  to  thank  the  Subcommittee  for  the  opportunity  to  testify 
at  the  August  10,  1994  Hearings.  Certain  questions  arose  at  the  Hearings  as  to  why  the  Exabyte 
case  represented  a  compelling  example  of  a  frivolous  lawsuit  despite  some  executive  stock  selling 
roughly  two  months  prior  to  the  Company's  pre-announcement  of  a  disappointing  quarter.  If  case 
legitimacy  depends  upon  the  mere  fact  of  executive  stock  selling  we  should  begin  the  analysis 
with  an  honest  debate  of  that  issue. 

Selling  of  stock  by  corporate  executives  is  not  inherently  evil.  Absent  trading  on  material 
undisclosed  inside  information,  there  is  absolutely  no  reason  that  selling  of  stock  by  executives 
should  be  criticized  in  any  way.  Rather,  such  selling  should  be  encouraged  because  it  is  vital 
to  the  continued  success  of  the  high-technology,  high-growth  companies  that  are  the  key  job 
producers  in  our  economy. 

Most  executives'  shares  are  derived  from  the  exercise  of  stock  options.  The  incentive 
stock  options,  not  salary,  are  the  primary  motivation  to  attract  the  necessary  executive  talent  to 
a  young  start-up  company.  These  companies  simply  cannot  afford  to  match  the  salaries  paid  by 
more  established  ventures.  Of  course,  there  is  a  significant  amount  of  risk  associated  with  this 
compensation  component.  I  have  been  wimess  to  more  than  one  company  where  the  option 
paper  has  expired  worthless.   No  one  here  in  1987  knew  whether  the  Company  would  ever  be 
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worth  more  than  the  option  price  of  $.10  per  share.  The  Company's  subsequent  success  was  due 
to  a  number  of  factors  including  management  talent  and  luck.  The  risk  paid  off  and  the  shares 
achieved  significant  market  value.  Executives  have  every  right  to  then  diversify  their  investment 
portfolios  to  avoid  a  90%  net  worth  concentration  in  one  investment. 

As  is  the  case  with  many  things  that  affect  the  vitality  of  entrepreneurial  companies,  and 
our  capital  markets  as  a  whole,  a  careful  balance  must  be  struck  with  respect  to  criticism  of  stock 
sales  by  executives.  While  everyone  wants  to  root  out  trading  on  undisclosed  inside  information, 
across-the-board  vilification  of  selling  by  executives  will  have  significant  adverse  consequences 
—  causing  talented  entrepreneurs  to  shy  away  from  start-up  companies  for  fear  that  they  will  be 
painted  as  exploitative  inside  sellers.  In  deciding  when  there  is  a  legitimate  basis  for  filing  a 
lawsuit,  therefore,  it  is  important  to  recognize  that  grants  of  stock  options,  and  associated  sales 
of  stock  by  executives,  are  almost  always  the  product  of  a  phenomenon  that  is  beneficial  to  our 
economy  —  creation  of  a  new,  vibrant  company. 

It  also  is  a  fact  of  life  that  the  price  for  shares  in  high-technology  and  other  start-up 
companies  is  extraordinarily  volatile.  That  fact  is  documented  by  a  number  of  studies  of  the 
securities  class  action  phenomenon.  For  these  reasons,  much  more  than  executive  selling 
followed  by  a  price  drop  should  be  required  to  legitimize  the  filing  of  a  lawsuit  labeling  the 
executive  as  the  perpetrator  of  a  fraud.  Indeed,  for  precisely  these  reasons  the  courts  have 
consistently  refused  to  allow  a  case  to  proceed  based  on  these  facts.  See,  for  example,  Tapogna 
v.  Egan.  141  F.RD.  370  (D.  Mass.  1992). 

It  is  easy  to  file  a  complaint  that  relies  upon  innuendo  and  wholly  unjustified  inferences 
to  establish  a  "fraud";  but  it  is  difficult  —  and  cosdy  —  to  disprove  those  assertions.  We  should 
insist  on  more  than  innuendo  to  justify  activation  of  our  extremely  expensive  and  burdensome 
lidgation  machinery. 

The  issue  then  comes  down  to  whether  die  Exabyte  case  represents  a  good-faith  attempt 
to  establish  a  case  of  wrongdoing.  No,  it  did  not.  There  were  absolutely  no  facts  to  support  such 
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a  claim.    Furthermore,  plaintiffs'  counsel,  had  they  approached  our  case  in  a  legitimate  way, 
would  have  come  to  the  same  conclusion. 

There  were  a  number  of  facts  which  could  have  been  easily  established  in  advance  by 
plaintiffs'  counsel.  The  following  information,  depicted  on  the  attached  chan,  was  readily 
available  to  plaintiffs'  counsel  prior  to  the  filing  of  their  first  complaint: 

1)  Selling  Pattern:  Our  case  was  tied  to  a  pre-announcement  in  mid-September  of 
an  earnings  disappointment  for  the  quarter  ending  two  weeks  hence.  Most  of  the 
quarterly  sales  took  place  at  the  end  of  July;  the  last  executive  sale  took  place  at 
the  beginning  of  August.  These  sales  were  absolutely  consistent  with  the  previous 
year's  pattern  of  selling  at  the  beginning  of  each  quarter  (and  shonly  after  the 
results  of  the  previous  quarter  have  been  shared  with  the  street).  Such  a  pattern 
reflects  prudence  and  is  not  simply  coincidence  as  it  is  the  point  just  after  the 
company  has  provided  the  street  with  a  public  update.  Such  a  consistent  pattern 
should  eliminate  any  possible  inference  that  these  sales  were  tied  to  undisclosed 
inside  information.  Indeed,  as  the  attached  chart  demonstrates,  sales  by  executives 
were  most  frequently  followed  by  increases  in  the  stock  price.  No  unbiased 
observer  would  reasonably  jump  to  the  conclusion  that  the  selling  in  question  was 
based  on  undisclosed  information.  The  only  reasonable  inference  is  that  it  was  a 
continuation  of  the  pattern  of  ponfolio  diversification  by  executives. 

2)  Lead  Time:  The  third  quarter  executive  sales  took  place  eight  weeks  ahead  of  the 
pre-announcement  of  the  Company's  earnings  disappointment.  An  eight-week 
leadtime  is  eons  in  the  context  of  a  high  technology  earnings  cycle.  Most  sales 
took  place  even  before  the  interim  first  month  (July)  earnings  were  known. 

3)  Small  Relative  Sales:  The  third  quarter  stock  Sales  were  also  small  by  any 
relative  measure.  The  level  of  executive  stock  sales  were  less  than  55%  of  the 
average  total  sales  in  the  previous  three  quaners  (excluding  the  immediately 
previous  quarter  which  was  closed  to  selling).  Again,  that  fact  is  inconsistent  with 
sales  based  on  undisclosed  information:  executives  trying  to  unload  stock  would 
have  sold  much  more.  Here,  the  pattern  is  exactiy  the  reverse  of  what  one  would 
find  if  there  were  unlawful  selling  —  executives  sold  greater  amounts  of  stock  in 
prior  quarters,  followed  by  a  price  increase;  and  lesser  amounts  before  a  price 
decrease.  That  minimized  executives'  possible  return.  Indeed,  outside 
shareholders  who  had  sold  their  stock  in  rhythm  with  executive  selling  would 
generally  have  been  extremely  disappointed. 

4)  Sales  Small  Percentage  of  Equity:  These  third-quarter  executive  sales  were  small 
relative  to  total  equity  holdings,  which  includes  actual  stock  plus  equity  in  the 
form  of  stock  options.  In  the  case  of  Mr.  Behrendt,  his  sales  represented  6.6%  of 
total  equity.  Again,  most  of  our  executives  have  an  ongoing  program  of  portfolio 
diversification  to  avoid  an  investment  portfolio  overwhelmed  by  a  single  stock. 
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5)  Public  Disclosure  of  Sales:  Most  of  the  executive  sales  in  the  third  quarter  were 
early  enough  to  have  been  and  indeed  were  publicly  disclosed  in  SEC  Filings  long 
before  the  pre-announcement  for  those  who  view  executive  stock  sales  as  a 
meaningful  indicator  of  the  future. 

6)  Disclosure:  All  of  the  factors  relating  to  the  earnings  disappointment  had  been 
publicly  disclosed  in  our  public  filings.  Indeed,  these  disclosures  were  largely 
responsible  for  the  Court's  determination  that  the  plaintiffs  failed  to  state  a 
recognizable  claim. 

In  addition,  I  had  volunteered  to  supply  plaintiffs'  counsel,  after  the  filing  of  the 
complaints,  with  all  information  even  remotely  related  to  the  issue,  i.e.  ti^ading  information,  sales 
forecasts,  internal  management  reports,  etc.  Plaintiffs  could  have  easily  ascertained  the  following 
additional  facts  from  this  information  had  they  been  neutrally  disposed: 

1)  Window  Opening/Closing:  We  had  long  implemented  a  rigorous  window 
opening/closing  policy  for  stock  sales  by  executives.  First,  there  is  a  automatic 
no-trade  window  established  the  last  two-three  weeks  of  each  quaner  until  three 
days  after  the  earnings  for  that  quaner  are  announced.  We  additionally  close  the 
trading  window  on  a  situational  basis  when  there  may  be  material  inside 
information.  In  fact,  during  1992,  the  year  in  question,  the  window  was  shut  on 
three  previous  occasions:  two  pending  acquisitions  (both  completed)  and  a 
pending  secondary  offering  (subsequentiy  terminated)  during  the  second  quaner. 
The  window  was  closed  as  much  as  it  was  open  during  that  year. 

The  window  was  open  during  the  third  quarter  until  wc  saw  the  preliminary 
results  for  the  interim  second  month  (August)  on  September  4.  It  was  then  shut 
immediately  as  to  all  who  knew  of  the  interim  results.  What  is  noteworthy  is  the 
fact  that  despite  the  window  being  open  the  last  few  weeks  in  August,  there  was 
no  executive  selling  whatsoever  during  that  period.  I  recall  the  sentiment  at  the 
time  was  that  the  stock  price  was  (at  $28)  too  low.  One  would  have  expected 
significant  selling  had  there  been  insider  knowledge  and  wrongful  intent. 

2)  Bunching  Issue:  Plaintiffs'  counsel  could  also  have  determined  that  the  small 
quarterly  sales  were  even  smaller  given  the  fact  no  executives  were  permitted  to 
sell  at  all  during  the  preceding  second  quarter.  The  window  had  been  shut  during 
that  period  (see  point  #1  above).  Third  quarter  sales  thus  reflected  pent-up  hold- 
over selling  firom  the  second  quarter. 

3)  Termination  of  Secondary  Offering;  Price  Too  Low:  The  Board  had  set  the  price 
parameters  for  the  second-quarter  secondary  stock  offering.  The  offering  was 
terminated  in  the  second  quarter  becaiise  the  market  price  (then  around  $32  per 
share)  was  below  the  minimum  set  by  the  Board  ($34).  The  basis  for  the 
termination  of  the  offering  would  certainly  suggest  the  Company  was  harboring 
no  material  negative  information. 
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4)  OuanriFicarion  Problem:  We  spent  two  weeks  in  mid-September  (during  which 
time  the  window  was  closed  to  anyone  who  knew  of  the  problem)  internally  trying 
to  size  the  shortfall.  However,  even  at  the  time  of  our  pre -announcement,  we 
were  not  absolutely  certain  of  the  existence  or  the  magnitude  of  the  shortfall. 
Plaintiffs'  complaint  would  suggest  that  we  had  seen  the  problem  for  over  a  year. 

What  bothers  me  is  that  most  of  these  securities  litigation  class-action  cases  are  simply 
reflex.  The  duty  to  investigate  has  been  reduced  to  perusal  of  the  morning  paper.  The  current 
system  discourages  restraint  or  circumspection.  The  mechanics  of  the  litigation  process  offer 
tremendous  economic  leverage  to  plaintiffs'  counsel.  The  process  thus  becomes  the  substance. 
No  plaintiffs'  counsel  responded  to  our  overture  to  enter  into  a  meaningful  case  review  despite 
our  offer  of  all  internal  core  documents.  Their  interest  is  the  extraction  of  a  setUement.  The  case 
was  dismissed  after  eight  months  because  the  complaints  were  so  seriously  flawed  that  plaintiffs' 
counsel  failed,  after  two  attempu,  to  state  a  recognizable  claim. 

I  appeared  before  the  Subcommittee  for  one  simple  reason:  given  the  same  fact  pattern 
in  the  future,  I  would  act  and  would  advise  others  to  act  in  precisely  the  same  way  as  I  had 
previously.  That  statement  suggests  we  would  be  sued,  once  again.  Our  actions  had  been 
entirely  consistent  with  the  letter  and  spirit  of  our  federal  securities  laws.  The  Exabyte  case 
represents  a  good  example  of  the  problem  all  responsible  companies,  their  executives  and  general 
counsel  face  each  day:  decisions  made  in  the  context  of  an  uncertain  future  are  later  judged  with 
the  clarity  of  hindsight.  That  goes  for  business  decisions.  That  goes  for  disclosure.  That  goes 
for  executive  stock  selling.  Many  of  us  would  appreciate  your  help  to  stop  this  second-guessing 
circus. 

Thank  you  again  for  your  collective  open-mindedness  on  this  important  issue. 
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MR.    COOK'S   SUBMISSION  STATEMENT 


MR.    CHAIRMAN,     I    REFERRED   TO   A  NUMBER  OF  DOCUMENTS    IN  MY 
OPENING   STATEMENT  AND    I   WOULD   LIKE   TO   SUBMIT  THOSE    FOR   THE   RECORD 
AT  THIS   TIME. 

MEETING  THE  FINANCIAL  REPORTING  NEEDS  OF  THE  FUTURE: 

A  PUBLIC  COMMITMENT  FROM  THE  PUBLIC  ACCOUNTING  PROFESSION 

by  the  BOARD  OF  DIRECTORS 

of  the 

AMERICAN  INSTITUTE  OF  CERTIFIED  PUBLIC  ACCOUNTANTS 

JUNE.  1993 


The  United  States  has  the  best  financial  reporting  system  in  the  world.  It  makes  possible 
the  efficient  allocation  of  capital  that  fuels  economic  growth.  Capital  markets  depend  on 
reliable  financial  information  to  operate;  and  financial  decision-makers  depend  upon  the 
independent  auditor  for  assurance  that  information  is  indeed  reliable. 

This  is  a  time  of  exceptional  challenge  for  the  financial  reporting  system  and.  hence,  for  the 
accounting  profession.  The  challenges  come  both  from  the  economy  itself  and  from  the 
concerns  of  the  public. 

The  globalization  of  the  economy,  the  explosion  of  technology,  the  complexity  of  business 
transactions,  and  other  forces  have  thrust  the  financial  system  into  a  new  age.  As  the  pace 
of  economic  change  accelerates,  so  does  the  need  for  reliable  and  relevant  information. 
To  stay  the  best,  our  financial  reporting  system  must  be  as  dynamic  as  the  financial  markets 
themselves.  Independent  auditors  must  constantly  strive  to  improve  their  services  to  add 
continuing  value  to  the  users  of  financial  information. 

No  matter  how  sound  the  financial  reporting,  however,  it  is  without  value  if  the  user  does 
not  perceive  it  to  be  sound.  In  the  end.  trust  is  the  financial  markets'  only  asset;  without  it. 
they  cease  to  function.  Public  confidence  in  the  financial  reporting  system  has  been  shaken 
in  recent  years  by  highly  publicized  business  failures.  Such  events  have  raised  questions 
about  the  effectiveness  of  the  independent  audit  function  and  the  integrity,  objectivity,  and 
competence  of  independent  auditors  and  the  self-regulatory  system  that  governs  them. 
Action  is  needed  to  solidify  the  public  trust  in  the  financial  reporting  system. 

In  the  pages  that  follow,  we  detail  the  steps  we  believe  will  improve  the  value  of  financial 
information  and  the  public's  confidence  in  it. 

The  United  States  has  the  best  financial  reporting  system  in  the  world  -  and  the  AICPA  is 
determined  to  keep  it  that  way. 
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The  Challenge  to  Change 

We  are  undertaking  reforms  in  the  pursuit  of  five  principal  goals: 

*  improving  the  prevention  and  detection  of  fraud; 

*  enhancing  the  utility  of  financial  reporting  to  those  who  rely  on  it; 

*  assuring  the  independence  and  objectivity  of  the  independent  auditor; 

*  discouraging  unwarranted  litigation  that  inhibits  innovation  and  undermines  the 
profession's  ability  to  meet  evolving  financial  reporting  needs;  and 

*  strengthening  the  accounting  profession's  disciplinary  system. 

These  goals  cannot  be  fully  achieved  through  the  efforts  of  accountants  alone.  Improving 
financial  reporting  invites  the  collaborative  participation  of  not  only  the  accounting 
profession,  but  also  management,  boards  of  directors,  legislators,  regulators,  legal  advisors, 
and  the  users  of  financial  information.  We  encourage  all  participants  in  the  financial 
reporting  system  to  work  together  toward  reforms  that  will  benefit  everyone. 

The  independent  Public  Oversight  Board  made  a  valuable  contribution  to  this  effort  when 
it  recently  issued  a  special  report.  "In  the  Public  Interest:  Issues  Confronting  the  Accounting 
Profession."  The  POB  made  twenty-five  separate  recommendations  to  improve  financial 
reporting  and  the  quality  of  independent  audits  for  consideration  by  Congress,  the 
Securities  and  Exchange  Commission,  the  AlCPA's  SEC  Practice  Section  (SECPS).  the 
Financial  Accounting  Standards  Board,  the  AlCPA's  Accounting  Standards  Executive 
Committee  (AcSEC).  the  AlCPA's  Auditing  Standards  Board,  other  components  of  the 
AICPA.  accounting  firms,  and  audit  committees.  We  applaud  these  recommendations. 

Obviously,  implementation  of  so  many  recommendations  by  so  many  parties  will  not  be 
easy.  We  will  strive  to  adopt  those  that  can  be  implemented  by  the  AICPA;  we  encourage 
the  other  parties  to  do  the  same.  And.  we  are  committed  to  additional  reforms  to  achieve 
the  five  goals  set  forth  above. 

Improving  the  Prevention  and  Detection  of  Fraud 

Fraudulent  financial  schemes  are  the  stuff  of  headlines  and  spicy  news  reports.  Fraud 
justifiably  engenders  public  outrage.  While  few  business  failures  involve  fraud,  their 
corrosive  effect  on  public  confidence  is  widespread.  The  public  looks  to  the  independent 
auditor  to  detect  fi-aud,  and  it  is  the  auditor's  responsibility  to  do  so. 
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To  strengthen  the  audit  function  by  providing  earlier  notification  to  the  government  of 
possible  illegal  activity,  the  AICPA  has  endorsed  proposed  Federal  legislation  known  as  the 
Financial  Fraud  Detection  and  Disclosure  Act. 

We  also  support  the  recommendations  of  the  POB  in  this  area.  The  recommendations  call 
for  new  guidelines  to  assist  auditors  in  assessing  the  possibility  of  management  fraud, 
additional  auditing  procedures  when  there  is  a  heightened  likelihood  of  fraud,  and  a 
renewed  and  tough-minded  emphasis  on  the  importance  of  professional  skepticism. 

More  can  be  done.  Every  participant  in  the  financial  reporting  process  has  a  stake  in 
preventing  wrongdoing  and  all  should  be  expected  to  share  the  responsibility. 
Management,  for  example,  should  renew  its  emphasis  on  ethical  values  throughout  the 
organization.  It  is  also  critical  that  an  open  line  of  communication  with  the  independent 
auditor  be  maintained.  Therefore,  advisers,  such  as  attorneys,  should  be  called  upon  to 
bring  to  the  independent  auditor's  attention  instances  of  suspected  financial  fraud  so  that 
the  auditor  can,  to  the  extent  possible,  confirm  or  dispel  those  suspicions.  Regulators  who 
possess  such  knowledge  should  also  be  required  to  make  that  information  known  to  the 
auditors. 

We  also  can  do  a  better  job  of  learning  from  past  mistakes.  The  accounting  profession  will 
establish  a  systematic  process  for  reviewing  past  cases  of  fraud  to  learn  how  the  financial 
statements  were  manipulated,  how  detection  was  initially  avoided,  what  audit  procedures 
did  detect  or  might  have  detected  the  illegality,  and  how  audits  can  be  changed  to  prevent 
a  reoccurrence.  The  results,  which  will  be  disseminated  throughout  the  accounting 
profession,  will  serve  as  the  basis  for  continuous  improvement  in  auditing. 


Making  Financial  Reports  iVIore  Useful 

Financial  decision-makers  confront  change  on  a  daily  basis.  The  integration  of  financial 
markets,  the  impact  of  technology,  the  entry  of  new  competitors,  the  introduction  of  new 
and  more  complex  financial  products  -  all  of  these  have  made  investing  a  different  business 
than  it  was  just  a  few  years  ago.  These  innovations  automatically  bring  with  them  changes 
in  the  kind  of  financial  information  needed.  If  the  accounting  profession  is  to  fulfill  its 
obligation  to  the  public,  it  must  not  remain  static. 

The  AICPA  has  launched  an  effort  to  ensure  that  financial  reporting  moves  with  the  times. 
Our  Special  Committee  on  Financial  Reporting  is  looking  at  far-reaching  ways  to  make 
financial  reports  more  relevant  to  the  realities  of  today's  marketplace  by  anticipating  the 
financial  information  needs  of  the  21st  century.  This  is  a  wide-ranging  and  intensive  effort. 
We  are  ruling  out  no  possibilities  as  we  examine  what  changes  to  the  existing  accounting 
model  should  be  made  to  meet  user  needs  in  the  short  and  long  term.  We  expect  the 
Special  Committee  to  complete  its  work  within  a  year. 


507 


In  the  interim,  we  are  taking  more  immediate  steps  to  improve  the  utility  of  financial  reports. 
In  this  fast-changing  economic  environment,  investors  can't  afford  to  look  only  backwards. 
They  need  to  anticipate.  To  serve  this  need,  the  AlCPA's  Accounting  Standards  Executive 
Committee,  consistent  with  a  recommendation  by  the  POB,  has  issued  a  proposal  to  require 
management  to  disclose  risks  and  uncertainties  that  could  significantly  affect  the  company's 
operations  or  financial  condition.  We  urge  AcSEC  to  complete  its  work  with  all  deliberate 
speed. 

To  provide  further  assurance  to  the  investing  public,  we  join  the  POB  in  calling  for  a 
statement  by  management,  to  be  included  in  the  annual  report,  on  the  effectiveness  of  the 
company's  internal  controls  over  financial  reporting,  accompanied  by  an  auditor's  report  on 
management's  assertions.  An  assessment  by  the  independent  auditor  will  provide  greater 
assurance  to  investors  as  to  management's  statement.  The  internal  control  system  is  the 
main  line  of  defense  against  fraudulent  financial  reporting.  The  investing  public  deserves 
an  independent  assessment  of  that  line  of  defense,  and  management  should  benefit  from 
the  auditor's  perspective  and  insights.  We  urge  the  SEC  to  establish  this  requirement. 

Finally,  the  SEC  should  require  audit  committees  to  include  a  statement  in  the  annual  report 
describing  their  responsibilities  and  how  these  responsibilities  were  discharged.  This  will 
increase  the  attention  that  audit  committee  members  give  their  crucial  responsibilities.  It  will 
also  increase  the  attention  paid  to  their  views  by  management  and  other  directors. 


Assuring  Auditor  Independence 

The  credibility  of  the  independent  audit  is  essential  to  public  trust,  the  keystone  of  the 
financial  reporting  system.  The  accounting  profession  prides  itself  on  the  integrity  and 
objectivity  of  its  members.  The  future  of  our  profession,  not  to  mention  our  livelihood,  rests 
on  this  reputation. 

A  few  recent  high-profile  financial  scandals  have,  however,  called  auditors'  independence 
into  question.  Neither  the  accounting  profession  nor  the  financial  markets  can  afford  an 
erosion  of  public  confidence.  For  that  reason,  auditors  must  scrupulously  preserve  their 
objectivity,  in  reality  and  appearance.  We  therefore  call  on  the  SEC  and  other  regulatory 
bodies  to  prohibit  public  companies  and  other  organizations  with  public  accountability  from 
hiring  the  partner  responsible  for  their  audit  for  one  year  after  the  partner  ceases  to  serve 
that  client. 

Additional  steps  can  be  taken,  with  the  support  of  the  business  community,  to  secure  public 
confidence  in  the  independent  audit  and  the  financial  reporting  system.  SEC  registrants 
and  other  publicly  accountable  organizations  should  be  required  to  have  audit  committees 
composed  entirely  of  independent  directors  whenever  practicable.  The  audit  committee 
members  should  be  charged  with  specific  responsibilities,  including  overseeing  the  financial 
reporting  process,  and  recommending  appointment  of  the  entity's  auditors. 
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Rationalizing  the  Liability  System 

The  accounting  profession  is  determined  to  fulfill  its  public  mission.  In  that  spirit,  we  urge 
reform  of  a  debilitating  and  unreasonable  liability  system  that  is  undermining  our  ability  to 
carry  out  this  commitment.  Under  the  doctrine  of  joint  and  several  liability,  an  accounting 
firm  can  be  forced  to  pay  for  damages  that  admittedly  were  caused  by  another  party. 
Restrictions  on  firms'  form  of  organization  hold  every  partner  liable  to  the  full  extent  of  his 
or  her  personal  assets  for  the  action  of  any  colleague. 

For  fear  of  unreasonable  liability,  auditors  are  reluctant  to  introduce  innovations  that  the 
financial  markets  urgently  need,  such  as  assurances  on  forward-looking  financial  data. 
Some  firms  are  refusing  to  audit  smaller,  high-risk  companies;  often,  these  are  high- 
technology  companies  whose  success  is  vital  to  the  nation's  economic  growth  and 
competitiveness.  Moreover,  accountants'  liability  exposure  damages  the  profession's  ability 
to  attract  and  retain  highly  qualified  people,  which  has  an  adverse  impact  upon  the 
profession's  ability  to  serve  American  business  and  the  investing  public. 

The  need  for  liability  reform  is  clearly  evident  from  the  exploding  cost  of  unwarranted 
litigation  affecting  the  entire  accounting  profession,  costs  that,  if  not  absorbed  by  the 
marketplace,  could  force  firms  into  bankruptcy.  The  cost  of  litigation  is  now  the  profession's 
fastest-growing  expense.  The  risk  of  unreasonable  liability  has  caused  some  firms  to  cease 
providing  audit  services,  an  outcome  that  is  not  in  the  public  interest. 

In  the  words  of  Sophocles,  things  have  reached  'Ihe  point  beyond  which  even  justice 
becomes  unjust."  The  threat  of  mammoth  liability  frequently  forces  firms  to  settle  rather  than 
fight,  no  matter  what  the  merits  of  the  case.  In  too  many  cases,  the  justice  system  has 
ceased  to  distinguish  the  guilty  from  the  innocent. 

Accountants  should  not  pay  for  others'  mistakes  simply  because  they  are  the  only  ones  left 
standing  after  a  financial  collapse.  People  should  be  held  responsible  only  for  the  damage 
they  cause;  simple  fairness  and  common  sense  demand  it.  The  system  of  joint  and  several 
liability  should  be  replaced  with  proportionate  liability  except  in  cases  of  "knowing  fraud." 
Accounting  firms  should  be  allowed  to  practice  in  corporate  form  so  that  an  accountant  can 
go  to  work  without  worrying  that  his  or  her  family  could  lose  their  home  even  though  the 
accountant  had  no  involvement  in  an  alleged  audit  failure.  We  do  not  ask  to  be  held 
harmless  for  our  wrongdoing.  We  ask  only  that  we  not  be  prevented  by  unwarranted 
liability  from  doing  our  job  to  the  best  of  our  ability. 

Finally,  all  litigation  in  federal  and  state  courts  involving  the  same  alleged  audit  failure  should 
be  consolidated  into  one  federal  suit  to  remove  incentives  for  the  procedural  gamesmanship 
that  plagues  our  legal  system. 


509 


Sharpening  the  Teeth  of  Self-Regulation 

The  effectiveness  of  the  accounting  profession  in  governing  itself  and  disciplining  its 
members  is  essential  to  public  confidence  in  the  financial  reporting  system.  That  there  be 
no  doubt  in  the  public  mind  of  the  profession's  commitment  to  punishing  wrongdoers  in  its 
ranks,  we  recommend  a  strengthened  system  to  discipline  those  guilty  of  substandard  work 
or  professional  misconduct  --  individual  CPAs  as  well  as  firms.  There  is  no  room  in  our 
profession  for  "bad  apples."  This  system  should  reside  in  the  profession  with  oversight  by 
the  government  and  should  be  national  in  scope.  It  should  apply  to  auditors  of  SEC- 
registered  companies  and  other  publicly  accountable  entities. 

The  profession's  disciplinary  system  provides  an  effective  mechanism  for  investigating  and 
reprimanding  accountants  who  fail  to  comply  with  professional  standards.  As  it  is  currently 
structured,  though,  the  profession's  disciplining  of  an  alleged  wrongdoer  within  its  ranks 
must  await  the  conclusion  of  litigation  involving  that  party.  Those  court  proceedings  can 
take  years  --  up  to  a  decade  or  longer.  We  propose  a  system  under  which  investigative 
and  disciplinary  actions  would  take  place  regardless  of  whether  legal  proceedings  were  also 
under  way.  Accountants  would  know  that  their  profession  will  respond  swiftly  to  any  alleged 
misconduct  or  substandard  performance.  The  system  we  propose  would  be  both  timely 
and  forceful.  Punishment  would  extend  to  the  imposition  of  fines  and,  under  the  oversight 
of  the  appropriate  regulatory  agencies,  loss  of  privilege  to  audit  publicly  accountable 
entities. 

To  enable  the  profession's  disciplinary  mechanism  to  function  on  a  timely  basis  and  to 
preserve  the  effectiveness  and  fairness  of  both  that  mechanism  and  the  civil  liability  system, 
the  two  must  be  insulated  from  one  another.  Information  gathered  and  findings  reached 
by  the  disciplinary  structure  should  not  be  admissible  in  civil  proceedings.  Since  each 
forum  pursues  its  unique  objectives  and  may  involve  different  standards  of  proof  and  rules 
of  evidence,  one  should  not  be  allowed  to  bias  the  other. 

Further  to  ensure  a  speedy  and  efficient  disciplinary  system,  a  way  must  be  found  to 
eliminate  parallel,  sequential  or  multiple  investigations  and  proceedings.  Now,  a  firm  or 
individual  is  subject  to  investigations  by  the  SEC,  state  board(s)  of  accountancy,  the  Quality 
Control  Inquiry  Committee  of  the  SECPS,  and  the  Joint  Ethics  Enforcement  Program  of  the 
AICPA  and  state  CPA  societies.  For  investigations  within  the  private  sector,  one  proceeding 
before  a  professional  body  with  genuine  "teeth"  should  be  acceptable  to  both  the  public  and 
private  sectors. 

In  addition  to  a  forceful  disciplinary  mechanism,  we  support  measures  recommended  by 
the  POB  to  strengthen  the  accounting  profession's  self-governance.  These  include 
requiring  firms  to  make  specific  investigations  into  alleged  audit  failures,  and  requiring  that 
those  investigations  be  tested  in  the  peer  review  process;  expanding  the  responsibilities  of 
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SECPS's  Quality  Control  Inquiry  Committee;  and  strengthening  continuing  professional 
education  for  auditors. 

Together,  these  self-regulatory  reforms  will  renew  and  strengthen  the  accounting 
profession's  historical  commitment  to  holding  its  members  to  the  highest  standard  of 
integrity  and  objectivity. 


Conclusion 

The  auditor  provides  assurance  to  participants  in  the  marketplace  that  financial  statements 
may  be  reasonably  relied  upon.  That  assurance  assists  the  efficient  allocation  of  capital 
which  fuels  economic  growth.  Of  course,  no  assurance  can  be  absolute  against 
unpredictable  economic  forces,  and  no  audit  can  categorically  guarantee  the  discovery  of 
sophisticated,  collusive  fraud.  The  AICPA  is  dedicated,  however,  to  the  twin  goals  of  adding 
continuing  value  to  the  financial  information  investors  need  in  a  fast-changing  world  and 
strengthening  the  prevention  and  detection  of  fraud  to  preserve  the  public  trust. 

The  accounting  profession  is  proud  of  its  history  as  guardian  of  the  financial  reporting 
system.  And  the  AICPA  is  proud  of  its  role  in  helping  accountants  to  carry  out  their  duties. 
The  initiatives  laid  forth  here  represent  one  more  milestone  in  an  unending  journey  of  self- 
improvement. 

#  #  # 
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SUMMARY 

Do  year-end  audit  adjustmerrts  reduce  bias  in  management's  assertions  about  earn- 
ings and  assets,  and  if  so,  by  how  much?  These  and  related  questions  are  addressed  by 
an  aruiysis  o(  nine  data  sets  of  audit-related  adjustments  from  more  than  1,500  audits 
across  15  audit  years.  Included  are  clients  of  all  of  the  Big  Six  CPA  firms  artd  a  broad 
cross  section  of  industries.  Summary  statistics  are  tabulated  by  direction  of  effect  on 
eamir)gs,  by  selected  accounts,  and  by  magnitude.  Overall,  audit-related  adjustments 
show  an  overwhelmingly  negatrve  effect  on  preaudrt  net  earnings  and  net  assets.  The 
average  aggregate  adjustment  reduces  earnings  and  assets  by  two  to  eight  times  the 
minimum  amount  that  would  materially  misstate  the  finar>cial  statements.  Thus,  the  year- 
end  audit  is  seen  as  directly  reducing  positive  bias  in  preaudit  net  earnings  and  net 
assets  as  weU  as  improving  the  precision  of  measurement  This  implies  that  other  ttiings 
equal,  if  auditing  had  not  been  applied,  then  the  finarwial  reports  of  these  firms  would 
have  tended  to  show  materially  inflated  earnings  and  assets. 


Xx^cen 


ent  trends  in  auditors'  liability  have 
led  to  significant  supply-side  developments  in 
the  auditing  industry.  As  examples,  audit  finns 
have  resigned  from  audits  of  risky  enterprises, 
audit  finns  have  restiicted  aoestatioo  services, 
and  some  small  audit  firms  have  quit  offering 
auditing  services  (Holland  et  al.  1993;  Berton 
1992).  The  Public  Oversight  Board's  1992  an- 
nual repon'  expresses  concern  that  because  of 
the  litigation  environment  auditors  will  even- 
tually be  unwilling  to  give  the  assurances  they 
have  traditionally  provided  to  American  indus- 
try, its  investors,  and  its  crediton. 

This  actual  and  potential  audit  supply  re- 
striction raises  the  general  question.  "What  quan- 
titative effects  do  audits  have  on  financial  state- 
menu  for  third-party  usersT*  One  measurable 
consequence  of  audits  is  the  detection  and  cor- 
rection of  errors  and  irregularities  identified  and 
documented  in  the  course  of  the  year-end  audit 


This  paper  addresses  the  detection  and  correc- 
tion consequence  by  synthesizing  results  from 
prior  studies  of  audit-related  adjustments  and 
(heir  effects  on  published  financial  statements. 

METHOD  A>fD  DATA 

Financial  statements  are  prepared  from  busi- 
ness books  and  records  that  may  contain  errors 
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si|hl  Bowd  1993). 

Willuim  R.  Kinney,  Jr.  is  a  Professor  and 
Roger  D.  Martin  is  a  Ph.D.  candidate,  both  at 
the  University  of  Texas  at  Austin. 

We  iJieiik  Robtn  KmecM/or  pravidint  addiaenal  anafy- 
usofdit  BtlL  KittcM  and  WitUntham  dala  i*L  Wt  also 
ihank  Andrtw  Battty.  Hobtn  EUioit.  Robtn  Mtdiuck. 
Kathtrint  Schipptr.  Ankur  SitgeL  Wanda  WaUact.  and 
fwo  rernrmtrtfer  commtnu  Pt  a  prior  drt^ 


512 


ISO 


Auditing.  Spring  1994 


or  inegularities.  Misstatements  may  also  arise 
in  financial  statement  preparation.'  Audits  are 
directed  toward  detecting  material  depaitures 
from  generally  accepted  accounting  principles. 
Auditors  typically  collect  infonnation  on  mis- 
statements  or  "audit  differences"  in  individual 
items  and  record  them  on  a  summary  worksheet 
for  possible  financial  statement  adjustment 
Thus,  one  way  to  measure  the  effect  of  audits  is 
to  examine  the  auditor's  adjusting  entry 
worksheet 

The  "adjusting  entry  worksheet"  approach 
has  been  used  in  a  number  of  recent  studies. 
The  approach  has  the  advantage  of  being  based 
on  objective  data  and  it  is  relatively  complete  in 
that  it  includes  audit  differences  that  resulted  in 
Hnancial  statement  adjustments  as  well  as  those 
that  were  waived.  However,  it  likely  understates 
the  aggregate  quantitadve  effect  of  auditing  due 
to  several  factors.  First,  the  approach  uses  data 
based  on  client  firms  who  were  anticipating  an 
audit  under  generally  accepted  auditing  stan- 
dards. If  such  an  audit  were  not  anticipated,  cli- 
ent personnel  might  have  been  less  careful  in 
their  work  in  maintaining  books  and  records 
used  in  preparing  financial  statements,  and  man- 
agement may  have  been  more  inclined  to  bias 
amounts  that  involved  management  discretion 
or  judgment'  Also,  the  adjusting  entry  approach 
does  not  include  misstatements  prevented  be- 
cause the  client  consulted  the  auditor  about 
proper  accounting  for  a  transaction  prior  to  iu 
initial  recording.  Finally,  the  approach  does  not 
include  errors  that  were  made  by  the  client  but 
that  were  detected  by  the  auditor  and  corrected 
by  the  client  before  year  end.  or  errors  or  ir- 
regularities that  didn't  occur  due  to  client-initi- 
ated internal  controls  that  were  intended  to  re- 
duce audit  effort  and  fees.  While  the  present 
metiiod  cannot  measure  the  impact  of  these  fac- 
tors, they  could  have  a  large  effect  Studies  that 
overlook  these  factors  may  significandy  under- 
state the  aggregate  effects  of  auditor  involve- 
ment in  financial  reporting. 

Since  1979  there  have  been  more  than  a 
dozen  published  studies  of  auditors'  adjusting 
entries  of  U.  S.  firms.*  These  studies  have  had 
various  objectives.  For  example,  the  first 
(Kinney  1979)  used  adjustments  to  develop  ana- 


lytical techniques  for  early-in-the-audit  warn- 
ing of  misstatements,  while  Hylas  and  Ashtoa 
(1982)  and  Wright  and  Ashton  ( 1989)  analyzed 
the  audit  techniques  diat  initially  delected  each 
misstatement  Other  studies  have  related  mis- 
statements to  control  factors  (Willingham  and 
Wright  1985:  Kreutzfeldt  and  Wallace  1986; 
Wallace  and  Kreutzfeldt  1991),  to  inherent  risk 
(Houghton  and  Fogarty  1991),  and  to  electronic 
data  processing  (Bell  et  al.  1992).  Icerman  and 
Hillison  ( 1 99 1 )  focused  on  which  misstatements 
are  waived  and  which  are  corrected. 

In  addition  to  the  adjusting-entry-based 
studies,  two  recent  studies  used  misstatement 
data  disclosed  in  audited  financial  statements  to 
assess  the  effects  of  the  established  audited  fi- 
nancial reporting  system.  Kinney  and  McDaniel 
(1989)  sampled  audited  annual  report  foomoies 
to  identify  corrections  of  errors  and  irregulari- 
ties in  previously  reported  (and  unaudited)  quar- 
terly earnings.'  DeFond  and  Jiambalvo  (1991) 
studied  firms  correcting  their  prior  years'  au- 
dited annual  reports.  It  is  not  clear  that  all  of  the 
missialements  reported  in  these  two  studies  were 
detected  by  the  auditor.  However,  they  are  the 
result  of  the  public  reporting  process,  and  it  is 
reasonable  to  assume  that  auditors  were  involved 
in  the  great  majority  of  these  instances.  These 
papers  are  included  in  the  discussion  and  in  some 
of  the  analyses  below.' 

To  identify  studies  of  audit-related  adjust- 
ments. The  Accounting  Review,  the  Journal  of 
Accounting  Research,  the  Journal  of  Account- 
ing and  Economics,  and  Auditing:  A  Journal  of 
Practice  A  Theory  were  searched  from  1973  to 

'Coosiaem  wiiti  AlCPA  (enoiDOloor,  we  UK  die  lenn  nif- 
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illow  1  icpantiaa  of  udil  differeaoes  bnwtui  entai  ud 
UTefuiaities. 
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*To  our  koowledfe,  aooe  of  dieae  ttudiei  iadoded  ex- 
pected adjuameaa  nch  at  as  ■iiiiiTPf  initiMrrt  ax  ac- 
cruiL 

'Intehm  nuswenetta  for  four  of  die  7}  fiiTDi  in  die  Kaaey 
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report  releaic.  For  theK  four  fifrna.  Iheic  ii  reduced  like- 
lihood thai  uidiion  delected  the  nuutaleineaL 

'Becauie  of  the  difTacooa  in  origins  of  the  data,  ninunary 
naasQcf  includinf  and  exclud>a(  theie  two  Kudiet  ve 
reported. 
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1993.  This  search  was  supplemented  by  scan- 
ning the  references  of  anicles  identified  in  these 
studies  and  by  an  analysis  of  recent  working 
papers. 

Overall,  18  studies  of  auditor-related  ad- 
justments were  identiHed.  Of  these,  nine  were 
eliminated.  One  study  did  not  include  a  sum- 
mary by  direction  of  effect  on  earnings,  two 
were  based  on  non-U.S.  auditing  firms,  and  two 
were  based  on  line  item  misstatements  in  only  a 
few  accounts.  Also,  four  papers  were  secondary 
studies  that  used  data  from  one  of  the  remaining 
studies.  This  left  nine  different  data  sets  as  the 
basis  for  the  present  analysis.  For  some  pur- 
poses, the  sample  size  to  analyze  specialized 
questions  was  further  reduced  because  of  lim- 
ited data  on  some  variables  within  the  nine  data 
sets. 

Table  1  lists  the  13  studies  (nine  daU  sets) 
on  which  our  results  are  based.  The  studies  cover 
more  than  1,500  audit  engagements  and  over 
7,100  adjustments.  The  sample  comes  from  a 
wide  variety  of  industries,  and  from  the  years 
197S  to  1988.  Some  samples  were  selected 
across  several  audit  firms  (e.g.,  Kinney,  and 
Icerman  and  Hillison),  some  were  selected  ran- 
domly from  a  client  list  (e.g.,  Wright  and 
Ashton),  and  some  were  selected  to  represent  a 
broad  range  of  the  firm's  client  portfolio  (e.g., 
Kreutzfeldt  and  Wallace,  and  Fogarty  and 
Houghton).  Overall,  the  selection  of  audit  firms 
and,  for  most  of  the  studies,  selection  of  client 
firms  within  audit  firms,  was  not  random.  Also, 
the  time  period  is  fairly  lengthy  and  cortditions 
may  have  changed  within  this  time  period  Both 
of  these  factors  limit  the  conclusions  that  can  be 
drawn.  However,  there  is  no  apparent  bias  in 
the  selection  process  of  any  particular  study  and. 
even  though  one  study  included  only  firms  with 
at  least  one  misstatement,  there  appears  to  be  no 
basis  for  expecting  that  there  is  substantial  se- 
lection bias  across  studies. 

RESULTS 

Table  2  summarizes  the  characteristics  of 
the  nine  data  sets.  As  an  aggregate  measure  of 
the  effect  of  auditing,  an  overall  measure  of  the 
direction  of  net  adjustment  per  audit  for  each 
data  set  as  a  whole  was  obtained.  Some  soidjes 


reported  mean  effects  on  earnings,  others  re- 
ported relative  ftequencies  of  net  increases  and 
net  decreases,  while  still  others  reported  the  ^- 
quencies  and  average  magnitudes  of  the  indi- 
vidual adjustments  that  increased  earnings  and 
those  that  decreased  earnings.  Due  to  these  dif- 
ferences in  reporting,  traditional  statistics  such 
as  mean,  median,  and  standard  errors  cantKM  be 
calculated  across  all  nine  data  sets.  However,  it 
is  possible  to  tabulate  the  overall  number  and 
direction  of  the  effect  of  the  adjustments  over 
each  set  of  audit  data,  and  to  use  the  data  set  as 
the  unit  of  analysis.  It  is  also  possible  to  con- 
duct a  meta-analysis  to  aggregate  the  propor- 
tion results  across  the  studies. 

For  each  of  the  nine  data  sets,  the  overall 
effect  of  the  adjustments  was  an  aggregate  de- 
crease in  recorded  earnings  and  assets.  That  is, 
preaudit  earnings  and  assets  were  overstated  rela- 
tive to  their  audited  values.  If  the  audit  adjust- 
ment system  were  just  as  likely  to  yield  a  net 
increase  as  a  decrease  in  earnings  and  assets, 
then  the  probability  of  observing  a  net  decrease 
in  a  particular  sample  is  .5,  and  the  probability 
of  observing  nine  net  decreases  in  a  sample  of 
nine  independent  studies  is  .S',  or  less  than  .002. 
For  the  seven  studies  of  adjustment  worksheets 
(i.e.,  excluding  Kinney  and  McDaniel  1989,  and 
DeFond  and  Jiambalvo  1991),  the  probability 
would  be  .5'  or  .008.  Thus,  it  is  very  unlikely 
that  aggregate  audit  adjustments  have  an  expec- 
tation of  zero.  From  the  available  data  it  is  not 
possible  to  determine  whether  the  underiying 
assets  and  earnings  data  are,  on  average,  over- 
stated or  audits  are  simply  directed  toward  de- 
tecting overstatements.  However,  under  either 
explanation  and  other  things  equal,  it  is  likely 
that  auditing  reduced  the  reported  net  earnings 
and  net  assets  of  the  sample  firms. 

Since  all  nine  data  sets  indicated  the  pro- 
portion of  individual  adjustments  or  overall  au- 
dits that  decreased  net  income  and  net  assets,  a 
limited  meta-analysis  was  conducted  on  the  pro- 
portions. Specifically,  the  Fisher  Combined  Test 
and  the  Stouffer  Combined  Test  (see  Wolf  1986. 
18-23)  were  conducted  for  the  nine  studies  as  a 
group  as  well  as  for  the  five  studies  reporting 
results  for  Individual  adjustments  (table  I: 
sample  numbers  2,  3.  4,  6.  and  7),  and  the  four 
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Sample  No.      Referencw 

I  Kinney  (1979); 

Kinney  (1981) 


TABLE  1 
Backgrottiid  On  NfissUtemcnt  Samples 

Descripttop 

All  adjujtmenu  for  44  small  manufacniren. 
3  yesn,  all  Big  8  auditors  plus  two  smaller 
audi  ton 


No.  or 
Yeaft        Auditt 

1975-78  132 


Hylas  and  Ashton 
(1982) 

Kreutzfeldt  and 
Wallace  (1986); 
Robettsand 
Wedemeyer(1988): 
Wallace  and 
Kreutzfeldt  (199 1) 


Five  largest  adjustments  for  1S2 
"reptesentative"  Peat  Marwick  clients 

All  adjustments  for  260  "representative'* 
Arthur  Andersen  clients 


1978 


1S2 


1983-84  260 


Wright  and  Ashton 
(1989):  Wright  and 
Wright  (1992) 

Houghton  and 
Fogarty(199l) 

Icerman  and  HiUison 
(1991) 


Bell.  Knechel.  and 
WiUingham  (1992) 

Kinney  and 
McDaniel  (1989) 


Four  largest  adjustments  for  186  landomly 
selected  Peat  Marwick  clients 


All  adjustments  for  326  "reptesentative'' 
Deloitte  Haskins  &  Sells  clients 

All  adjustments  for  49  small-to-medium 
manufacturing  clients.  3  yean,  7  of 
Big  8  auditon 

All  adjustments  for  242  randomly  selected 
Peat  Marwick  clienu,  various  industries 

Net  adjustments  for  73  firms  collecting 
previously  reported  quarterly  earnings, 
various  auditon 


1984-83  186 


1984  326 


1979-81  147 


1988  242 


1976-85  73 


DeFond  and  Net  adjustments  for  44  firms  correcting 

riambalvo(1991)  prior  year's  earnings,  various  auditon 

Total 


1977-88  44 


IS62 


■Sample  comprised  of  firms  correcting  previously  issued  financial  statements. 


based  on  the  audits  as  a  whole  (table  1:  samples 
1,  5.  8,  and  9).  As  might  be  expected  given  the 
results  above,  the  p  values  for  the  (null)  hypoth- 
esis that  the  proportion  of  eaniings  and  asset 
increases  is  greater  than  or  equal  to  J  is  less 
than  .0001  for  each  individual  analysis  and  for 
the  nine  overall. 


Columns  three,  four,  and  five  in  table  2 
show  the  relative  frequencies  of  overstatements 
and  understatements  of  earnings  and  their  rado. 
While  some  analyses  are  by  audit  and  some  are 
by  misstatement,  ail  show  ratios  of  overstate- 
ments to  undentatements  greater  than  1.4.  For 
the  seven  data  sets  based  on  summary  audit  ad- 
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justment  worksheets  (all  but  samples  8  and  9), 
the  ratios  are  from  1.41  to  1.61.  This  relatively 
narrow  range  suggests  that,  on  average,  audits 
may  have  similar  effecu  over  time,  over  audit 
Tirms  and  approaches,  and  over  types  of  clients. 

Columns  six  through  eight  of  table  2  show 
missatements  in  relative  terms.  The  sixth  and 
sevendi  colunms  summarize  the  proportions  of 
audits  with  non-zero  adjustments.  Specifically, 
about  60  to  90  percent  of  the  audits  have  non- 
zero adjustments  and  about  20  to  60  percent 
have  "material"  aggregate  adjustments  (materi- 
ality criteria  are  discussed  in  the  next  paragraph). 
Column  eight  shows  the  average  aggregate  mis- 
statements per  audit  reported  on  several  bases 
with  "total  misstatement  per  audit  as  a  percent- 
age of  total  assets"  being  the  most  common.  For 
total  assets,  the  reported  average  adjustments 
were  1 .6%.  1.9%,  and  4.6%.  For  total  revenues, 
one  study  reports  the  mean  aggregate  absolute 
misstatement  as  1 .72%  of  revenues  and  the  other 
shows  the  mean  to  be  .8%.  Finally,  two  studies 
use  net  income  as  a  base  with  averages  of  about 
IS  percent  and  34  percent 

Based  on  prior  studies  of  judgments  about 
materiality,  aggregate  misstatement  would  be 
considered  to  be  "material"  if  it  equals  or  ex- 
ceeds about  S  percent  of  net  income  or  about 
.5%  of  total  revenues  or  total  assets  (see  Pany 
and  Wheeler  1989).  While  we  cannot  determine 
the  specific  materiality  measure  applied  in  each 
audit,  it  is  possible  to  apply  these  broad  general 
measures.  Using  these  aggregate  measures  of 
materiality,  the  mean  aggregate  adjustments  re- 
ported in  the  empirical  studies  are  seen  to  be 
from  about  two  to  eight  times  a  material  amount 
This  implies  that  without  the  extant  system  of 
auditing  (and  assuming  no  compensating  error- 
control  mechanisms),  net  earnings  and  net  as- 
sets reported  to  creditors  and  stockholders  would 
have  been  higher  by  amounts  ranging  firom  two 
to  eight  times  materiality— on  average! 

Finally,  individual  accounts  were  analyzed 
in  terms  of  the  signs  of  the  aggregate  adjust- 
ments to  sales,  cost  of  sales,  receivables,  inven- 
tory and  payables  in  the  four  (or  five)  data  sets 
that  had  sufficient  information.  These  accounts 
comprise  an  important  part  of  most  audits  and 
collectively  represent  a  large  portion  of  the  dol- 


lar values  of  most  firms.  The  findings  are  re- 
markably unifomt  In  the  four  studies  that  indi- 
cate aggregate  results  for  revenues,  the  aggre- 
gate result  was  overstatement  of  preaudit 
revenues,  suggesting  a  systematic  oventatement 
bias  in  unaudited  revenues.^  As  a  crude  statisti- 
cal measure,  the  probability  of  4  independent 
aggregate  overstatements  if  understatements  are 
equally  likely,  is  .5*  or  .0625. 

For  all  four  studies  with  data  for  cost  of 
sales,  aggregate  cost  of  sales  were  understated. 
Similariy,  the  five  studies  with  data  available 
on  receivables  show  overstatements  on  average 
for  each  of  the  five  studies  (probability  a  .03 1 ). 
For  these  same  studies,  payables  were  under- 
suted  on  average  in  four  of  the  studies  (and  the 
median  misstatement  was  an  understatement  in 
all  five).  There  was  inconsistency  across  the  five 
studies  only  for  inventory,  where  most  studies 
showed  inventory  to  be  slightly  overstated  but 
with  high  variance.  One  study  showed  inven- 
tory to  be  understated  on  the  average  and  an- 
other has  equal  numbers  of  adjustments  for  over- 
statement and  understatement'  Other  empirical 
studies  of  misstatements  in  line  items  (e.g.,  see 
Ramageetal.  1979;  Johnson  etal.  1981;  Hamm 
et  al.  1985,  1987)  also  report  that  receivables 
and  payables  are  typically  overstated  and  un- 
dersuted.  respectively,  while  inventory  tends 
to  be  misstated  by  relatively  large  amounts  in 
either  direction. 

Finally,  two  studies  that  analyzed  correc- 
tions to  published  financial  statements  are  in- 
cluded. Kinney  and  McDaniel  (1989)  studied 
73  fums  that  in  their  audited  annual  financial 
statements,  announced  corrections  to  their  pre- 
viously reported  (and  unaudited)  quarterly  earn- 
ings, and  DeFond  and  Jiambalvo  ( 199 1 )  studied 
44  firms  that  corrected  prior  years'  audited  earn- 
ings. These  two  studies  are  not  directly  compa- 
rable to  the  audit  workpaper  snjdies  since  the 
correction  studies  involve  discovery  of  misstate- 


'As  staled  tbove,  wt  are  uaable  to  detennine  (he  extent  (c 

which  these  results,  ind  the  icsults  for  the  other  accoums. 

are  due  lo  the  auditor's  search  process  verstu  biases  in  the 

underlying  recorded  amounts. 
'Understatements  of  inventot>  may  arise  >«>^"it»'  of  pe- 

nod^end  cutoff  problems  thai  lesult  in  overstatements  of 

uJes  and  receivables. 
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ments  in  previously  reported  data,  and  the  in- 
centives to  disclose  (and  thus  appear  in  the 
sample)  may  be  driven  by  factors  other  than  the 
desire  for  precise  reporting.  However,  the  dau 
show  that  even  after  public  reporting,  relatively 
large  misstatements  sometimes  remain.  The  cor- 
rections are  overwhelmingly  for  overstatement 
of  earnings  and  assets. 

CONCLUSION 

This  study  synthesizes  audit-related  adjust- 
ment results  from  previously  published  analysis 
of  more  than  1,500  audits  covering  IS  yean  and 
a  broad  cross  section  of  industries  and  audit 
firms.  While  the  overall  data  set  is  large  and 
there  is  no  known  bias  in  the  selection  process, 
three  limitations  should  be  noted.  First,  the  data 
sets  on  which  the  synthesis  is  based  were  not 
randomly  selected  from  the  overall  population 
of  auditees.  Thus  the  data  sets  may  not  be  repre- 
sentative of  the  population  of  auditees  for  this 
time  period.  Also,  two  of  the  audit  adjustment 
data  sets  contained  only  the  four  or  five  largest 
adjustments  for  each  audit  selected.  Cumula- 
tive amounts  of  the  smaller  adjustments  could 
alter  the  results  for  these  two  data  sets.  Second, 
in  all  cases  the  adjustments  were  based  on  cli- 
ent firms  that  were  anticipating  an  audit  Thus, 
the  studies  may  considerably  understate  the  rate 


and  magnitude  of  misstatements  that  would  be 
observed  if  an  audit  were  not  anticipated.  Third, 
the  audit-related  adjustment  approach  cannot 
measure  the  effects  of  misstatements  that  were 
not  detected  by  the  auditor  or  corrected  in  au- 
dited public  reports.  These  undiscovered  mis- 
statements may  differ  systematically  from  those 
detected  because  auditors  may  concentrate  on 
detecting  overstatements  of  earnings  and  assets, 
or  because  some  misstatements  may  be  more 
difficult  to  find.  For  example,  omissions  frmn 
records  are  generally  acknowledged  to  be  harder 
to  detect  than  are  missutements  in  included 
items.  The  effect  of  omissions  might  change  the 
results  of  the  synthesis. 

These  limitations  of  the  data  and  method 
make  generalization  difficult  However,  there  is 
considerable  consistency  within  the  nine  data 
sets.  Overall,  the  analysis  of  the  empirical  stud- 
ies of  actual  audit-related  adjustments  shows 
that  on  average,  these  audits  reduced  preaudit 
earnings  and  assets.  Using  empirically  supported 
guidelines  for  materiality,  these  audit-related  ad- 
justments reduce  the  preaudit  earnings  and  as- 
sets by  an  amount  exceeding  materiality  by  a 
factor  of  two  to  ei^t  The  results  vary  little 
over  these  nine  samples  of  different  auditors, 
different  types  of  clients,  and  different  time  pe- 
riods and  economic  conditions. 
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THE  ACCOUNTING  PROFESSION  IS  SUFFERING  SIGNinCANT  HARM 
FROM  THE  CURRENT  lOB-5  SYSTEM 


The  fifteen  examples  below  illustrate  a  pattern  that  is  repeated  over  and  over  again  in 
lOb-5  cases: 

•  a  suit  with  a  $10  million  claim  was  dismissed  —  demonstrating  that  it  had 
no  merit  at  all  —  at  a  cost  of  $1.9  million  in  legal  fees  to  the  accounting 
firm; 

•  a  $200  million  class  action  was  resolved  by  the  payment  of  a  $997^00 
settlement  (one-half  of  one  percent  of  the  claim);  tfie  defense  cost  to  the 
accovmting  firm  was  $8.4  million  —  more  than  eight  times  the  amount  of 
the  settlement; 

■  a  class  action  with  a  claim  of  $50  million  resulted  in  a  $925,000  settlement 

(less  than  2%  of  the  claim),  with  legal  costs  to  the  firm  of  $3.8  million; 

•  a  $25  million  class  action  was  settled  for  $125,000,  (one-half  of  one 
percent  of  the  claim)  with  legal  fees  of  $2  million  to  the  firm; 

•  a  class  action  seeking  $100  million  was  settled  for  $480,000  (.5%  of  the 
claim)  with  legal  fees  of  $5.4  million  to  the  firm; 

•  a  $15  million  class  action  produced  a  $25,000  settlement  (two-tenths  of 
one  percent  of  the  claim),  with  $4.2  million  in  legal  fees; 

• "         a  class  action  seeking  $9  million  was  settled  for  $140,000  (2%  of  the  claim) 
with  $970,000  in  legal  fees  to  the  accoimting  finxv 

•  a  $75  million  claim  was  settled  for  $75,000  (less  than  one-tenth  of  one 
percent  of  the  claim),  but  cost  $2.1  million  in  fees; 

•  a  $72  million  class  action  was  dismissed,  but  the  firm  inciured  more  them 
$1  million  in  legal  fees  —  all  to  defend  a  claim  that  the  court  determined 
had  no  merit; 

•  a  class  action  encompassing  $80  million  in  claims  was  settled  for  $2.5 
million  (3%  of  the  claim)  at  a  cost  of  $4.2  million  in  legal  fees  to  the 
accounting  firm; 

•  a  $77  million  class  action  wj»s  settled  for  $4  million  after  the  accounting 
firm  had  incurred  $3.7  nullion  in  legal  fees; 
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a  suit  seeking  $10  million  was  settled  for  $50,000  (one-half  of  one  percent 
of  the  claim)  and  cost  $3.3  million  in  legal  fees,  66  times  the  amount  of  the 
settlement; 

a  $19.5  million  claim  was  dismissed  at  a  cost  of  $160,000  in  legal  fees; 

a  class  action  seeking  $80  million  was  settled  for  $Z5  million  (3%  of  the 
claim),  with  legal  fees  of  $2.5  million;  and 

a  $60  million  class  action  was  settled  for  $1.3  million  (2%  of  the  claim), 
but  produced  $2.3  million  in  legal  fees. 


These  real  world  examples  leave  no  doubt  that  meritless  claims  are  imposing  very  l2irge 
—  emd  entirely  imjustified  —  costs  on  accoimting  firms. 
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Mr  Mark  H.  Gitenstein  September  10, 1993 

Mayer,  Brown  &  Piatt 

2000  Pennsylvania  Avenue,  NW 

Washington  DC  20006-1885 

USA 


Dear  Mark 

RE:    THE  ROLE  OF  INSURANCE  IN  FINANCING  AUDITORS'  UABILITY 

In  response  to  your  request,  this  letter  reflects  upon  the  role  of  professional  indemnity 
insurance  in  the  current  climate  of  escalating  professional  liability  exposures  for  large 
accounting  firms.  Although  the  focus  of  my  comments  will  be  on  the  position  of  the 
accounting  profession  in  the  US,  the  issues  have  global  implications.  Minet's 
perspective  arises  from  our  service  as  the  risk  financing  adviser  and  insurance  broker  to 
the  Big  6  accounting  firms,  and  to  many  other  large  accounting,  law,  consulting  and 
other  professional  firms.  The  Minet  Group  employ  about  3500  people  worldwide, 
including  several  hundred  servicing  multinational  professional  organisations. 

Most  people  view  indemnity  insurance,  including  professional  indemnity  of  large 
accounting  firms,  from  the  perspective  of  experience  with  automobile  or  homeowners' 
liability  coverages.  This  creates  several  firmly  rooted  assumptions,  even  among  the 
most  commercially  sophisticated  people: 

1.  Insurance  is  affordable 

Although  the  premium  might  be  annoying,  it  is  rarely  a  matter  of  great  significance 
for  family  or  business  budgets. 

2.  Losses  are  fully  covered 

While  there  may  typically  be  very  small  retentions  (deductibles)  to  be  absorbed  by 
the  policyholder,  coverage  attaches  very  close  to  the  ground  and  rises  to  heights 
that  are  not  expected  to  be  exceeded  by  any  resulting  liability. 

3.  Losses  will  be  paid  from  a  general  reservoir  of  insurance  assets 

The  spreading  of  risk  is  viewed  as  a  nearly  universal  amalgamation  of  premiums  to 
offset  the  misfortunes  of  those  whom  lightening  strikes.  Asset  pools  are  not 
limited  to  assureds  in  a  single  city,  or  owning  a  certain  kind  of  automobile. 
Moreover,  it  is  assumed  that  reinsurance  arrangements  link  the  asset  pools  of 
most  underwriting  companies. 
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4.       Loss  payments  don't  hurt 

Premiums  are  set  at  a  level  that  will  return  a  profit  to  the  insurers  after  payment  of 
claims.  When  lightening  strikes,  the  resulting  loss  may  reduce  profits  or  even 
contribute  to  short-term  losses,  but  ultimately  will  be  reflected  in  higher  premiums. 
Losses  aren't  financially  painful  for  anyone. 

While  this  description  is  a  bit  of  a  caricature  that  doesn't  portray  the  reality  of 
homeowners'  and  automobile  liability  insurances,  it  is  a  very  popular  caricature. 
Unfortunately,  it  is  wildly  inaccurate  as  a  basis  for  understanding  the  professional 
indemnity  position  of  large  accounting  firms,  where: 

1.  Premiums  are  painfully  high 

For  the  largest  firms  in  the  US  it  is  impossible  to  buy  coverage  that  costs  less  than 
25%  of  the  total  amount  recoverable  under  the  policy.  However,  the  real  issue  is 
availability  rather  than  affordability.  There  are  some  13,000  companies  and 
syndicates  worldwide  in  the  Property  and  Casualty  insurance  industry,  offering 
indemnity  coverages.  Less  than  1%  of  those  companies  are  prepared  to 
participate  in  professional  indemnity  coverage  for  a  large  US  accounting  firm 
because  they  view  the  exposures  as  too  volatile  and  as  growing  at  too  rapid  a  rate 
to  constitute  a  strategically  sound  use  of  underwriting  capital. 

2.  When  losses  occur,  they  are  far  from  fully  paid 

Firms  are  required  to  bear  their  own  losses  for  at  least  the  first  $45m  of  each  claim 
situation,  and  it  is  difficult  to  buy  a  coverage  programme  providing  much  more 
than  $50m  coverage  per  claim  above  that  attachment  point.  Even  within  this 
narrow  band  of  coverage,  it  is  impossible  to  find  sufficient  worldwide  capacity  to 
fully  place  (ie.  100%)  the  programme,  leaving  gaps  to  be  self-insured  above 
$45m.  And  of  course,  claims  that  reach  much  beyond  $100m  revert  to  the  sole 
responsibility  of  the  firms. 

3.  The  image  of  a  vast  pool  of  insurance  resources  available  to  pay  accounting 
losses  is  wrong  in  two  respects 

First,  the  number  of  companies  willing  to  insure  accounting  firms  is,  as  noted 
above,  very  limited.  More  important,  the  large  accounting  firms  are  increasingly 
viewed  by  the  insurance  community  as  a  definable  business  sector  whose  loss 
experience  should  not,  on  the  whole,  be  pooled  with  other  classes  of  business  for 
underwriting  purposes.  Although  the  most  extreme  and  aberrational  of  losses 
might  be  treated  as  part  of  the  world's  commercial  liability  business,  the  vast 
majority  of  more  predictable  loss  costs  are  viewed  as  an  experience  account  of 
the  large  firms,  to  be  underwritten  (or  not)  according  to  its  profitability.  In  this 
respect,  large  accounting  firms  are  viewed  in  much  the  same  way  as  other 
definable  business  sectors  with  special  loss  generating  characteristics,  such  as 
aircraft  liability,  nuclear  fuel  liability  and  (more  recently)  environmental  risks. 
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4.       Losses  are  painful,  and  have  cost  insurance  markets  dearly 

Professional  indemnity  losses  (the  large  accounting  firms  and  other  commerdal 
professionals  in  the  US  and  elsewhere)  have  contributed  significantly  to  the  failure 
of  several  prominent  underwriting  entities.  These  losses  are  also  a  significant 
burden  to  the  few  syndicates  at  Lloyd's  that  have  underwritten  the  professions 
through  the  1980s  and  1990s. 

The  reasons  behind  underwriters  very  substantial  accumulated  losses  on 
accounting  firm  risks  are  instructive  and  important.  Underwriters  had,  for  at  least  a 
decade,  underestimated  the  losses  that  would  be  incurred  on  these  accounts  and 
underpriced  the  insurance  product  they  were  selling.  The  individuals  and 
institutions  who  made  those  pricing  decisions  are  competent  and  among  the  more 
respected  in  the  industry.  They  were  wrong  because  the  rate  of  escalation  of 
accounting  firm  liability  has  grown  more  dramatically  and  rapidly  than  commercial 
experience  would  have  given  any  reason  to  anticipate. 

An  underwriter  in  this  class  of  business  is  required  to  gamble  on  the  extent  to 
which  history  will  be  predictive  of  future  risks.  To  measure  history  effectively  one 
must  look  back  over  a  decade  of  events,  with  history  being  (on  average)  at  least 
five  years  old  to  be  useful  at  the  point  of  underwriting  decisions.  Moreover,  the 
risks  being  underwritten  at  any  given  time  will  take  the  better  part  of  a  decade  to 
mature  and  will  (again  on  average)  take  at  least  five  years  to  identify  the  result. 
This  ten  year  gap  between  history  and  the  future  has  broken  the  back  of  several 
competent  underwriters  because  they  underestimated: 

The  willingness  of  the  US  legal  system  (primarily  the  Courts  and  to  a  lesser 
degree  legislators  and  regulators)  to  enlarge  the  scope  and  extent  of 
accountants'  professional  liability  exposures  in  the  course  of  deciding  claims 
and  disputes,  with  retroactive  effect  on  the  case  being  heard  and  broadly  for 
all  other  pending  accountants'  liability  claims. 

The  escalation  of  expectations:  the  extent  to  which  the  plaintiffs'  bar  and  its 
constituents  measure  their  objectives  and  requirements  for  judgement  or 
settlement  with  reference  to  the  largest  prior  settlements  and  damage 
awards  -  the  "can  you  top  this"  method  for  evaluating  settlements. 

These  two  factors,  which  intersect  and  interact  with  one  another,  have  produced  an 
enormous  escalation  of  risk  between  the  period  of  underwriting  assessment  and  the 
maturing  of  claims  applicable  to  a  given  year  of  underwriting. 

After  this  decade-long  period  of  consistent  losses,  the  world's  underwriting  community 
will  not  continue  to  be  a  source  of  subsidisation  for  the  US  accounting  profession. 
Today's  retention  levels,  programme  limitations  and  other  features  are  designed  to 
leave  the  burden  of  all  but  the  most  extraordinary  combination  of  losses  on  the 
accounting  profession,  leaving  insurance  to  provide  risk  transfer  only  for  the  truly 
aberrational  events. 
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As  a  result,  it  is  no  longer  appropriate  to  view  the  cost  of  professional  risk  for  large 
accounting  firms  as  the  cost  and  results  of  their  professional  indemnity  insurance 
programme.  The  cost  of  risk  has  become  a  cost  of  doing  business  that  is  only 
marginally  affected  by  the  cost  of  commercial  insurance. 

In  viewing  the  cost  of  risk  as  an  operating  expense  of  the  profession,  one  must  consider: 

The  cost  of  risk  is  now  the  second  or  third  highest  annual  expenditure  for  large 
accounting  firms. 

•  Unlike  other  principal  costs  (staff  and  occupancy  for  example)  the  cost  of  risk  is 
highly  volatile  and  currently  incapable  of  effective  prediction. 

This  volatility  would  be  a  burden  for  any  business,  but  most  corporations  are  equipped 
to  absorb  financial  volatilities  either  downward  (into  their  capital  base)  or  outward  (by 
distributing  the  burden  over  past  and  future  years).  Unfortunately,  accounting  firms  are 
required  to  operate  as  unlimited  liability  partnerships  and  have  neither  privilege. 

They  have  no  third  party  investors  and  no  capital  base  to  serve  as  a  buffer  against 
significant  and  volatile  costs.  (Although  the  firms  have  substantial  capital  invested 
by  their  own  partners,  that  capital  is  heavily  utilised  in  financing  the  operating  costs 
of  the  firms.) 

Unlike  corporate  businesses  which  are  continuing  commercial  entities  over  time, 
an  accounting  partnership  is  theoretically  an  annual  commercial  relationship  that 
must  (like  the  syndicates  at  Lloyd's)  account  for  its  responsibilities  on  an  annual 
basis. 

•  Lacking  any  ability  to  spread  the  volatile  costs  of  risk,  accounting  firms  are 
required  to  use  insurance  as  the  only  form  of  buffer  other  than  taking  direct  and 
irregular  impact  on  partner  earnings. 

Consequently,  in  measuring  the  burden  of  professional  liability  on  large  accounting 
firms,  one  must  consider  both  the  extent  of  the  liability  burden  and  the  way  in  which  it 
infiuences  partner  earnings.  Only  in  this  manner  is  it  possible  to  fully  appreciate  the 
burden  of  this  risk  on  a  firm's  ability  to  recruit  and  retain  the  best  and  brightest  people 
required  to  meet  the  profession's  responsibilities  to  the  public. 

Yours  sincerely 


Richard  H.  Murray 


cc:     Mr  Andy  Pincus 
Mr  Robert  Mednick 
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THE  ACCOUNTING  PROFESSION  IS  SUFFERING  SIGNinCANT  HARM 
FROM  THE  CURRENT  lOB-5  SYSTEM 


The  fifteen  examples  below  illustrate  a  pattern  that  is  repeated  over  and  over  again  in 
lOb-5  cases: 

•  a  suit  with  a  $10  million  claim  was  dismissed  —  demonstrating  that  it  had 
no  merit  at  <ill  —  at  a  cost  of  $1.9  million  in  legal  fees  to  the  accounting 
firm; 

•  a  $200  million  class  action  was  resolved  by  the  payment  of  a  $997^00 
settlement  (one-half  of  one  percent  of  the  claim);  the  defense  cost  to  the 
accounting  firm  was  $8.4  million  —  more  than  eight  times  the  amoxint  of 
the  settlement; 

•  a  class  action  with  a  claim  of  $50  million  resulted  in  a  $925,000  settlement 
(less  than  2%  of  the  claim),  with  legal  costs  to  the  firm  of  $3.8  million; 

•  a  $25  million  class  action  was  settled  for  $125,000,  (one-half  of  one 
percent  of  the  claim)  with  legal  fees  of  $2  million  to  the  firm; 

•  a  class  action  seeking  $100  million  was  settled  for  $480,000  (.5%  of  the 
claim)  with  legal  fees  of  $5.4  million  to  the  firm; 

•  a  $15  million  class  action  produced  a  $25,000  settlement  (two-tenths  of 
one  percent  of  the  claim),  with  $4.2  million  in  legal  fees; 

•  '         a  class  action  seeking  $9  million  was  settled  for  $140,000  (2%  of  the  claim) 

with  $970,000  in  legal  fees  to  the  accoimting  firm; 

•  a  $75  million  claim  was  settled  for  $75,000  (less  than  one-tenth  of  one 
percent  of  the  claim),  but  cost  $2.1  million  in  fees; 

•  a  $72  million  class  action  was  dismissed,  but  the  firm  incurred  more  than 
$1  million  in  legal  fees  —  all  to  defend  a  claim  that  the  court  determined 
had  no  merit; 

•  a  class  action  encompassing  $80  million  in  claims  was  settled  for  $2.5 
million  (3%  of  the  claim)  at  a  cost  of  $4.2  million  in  legjil  fees  to  the 
accounting  firm; 

•  a  $77  million  class  action  was  settled  for  $4  million  after  the  accounting 
firm  had  inoirred  $3.7  million  in  legal  fees; 
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a  suit  seeking  $10  million  was  settled  for  $50XXX)  (one-half  of  one  percent 
of  the  claim)  and  cost  $3.3  million  in  legal  fees,  66  times  the  amount  of  the 
settlement; 

a  $19.5  million  claim  was  dismissed  at'a  cost  of  $160,000  in  legal  fees; 

a  class  action  seeking  $80  million  was  settled  for  $25  million  (3%  of  the 
claim),  with  legal  fees  of  $2.5  milliorv  and 

a  $60  million  class  action  was  settled  for  $13  million  (2%  of  the  claim), 
but  produced  $2.3  million  in  legal  fees. 


These  real  world  examples  leave  no  doubt  that  meritless  claims  are  imposing  very  large 
—  and  entirely  unjustified  —  costs  on  accounting  firms. 
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DBLIVBRgD  VIA  MBSBBMGBR 

Mr.  George  Kramer 

Staff,  Senate  Banking  Conaittee 

Room  534 

Dirksen  Senate  Office  Building 

Washington,  DC  20510-6075 

Dear  George: 

In  response  to  your  request,  I  had  our  staff  put 
together  an  analysis  of  cases  in  which  it  appears  that 
there  is  not  a  foundation  for  the  claim  of  substandard  work 
made  against  the  auditor.  The  staff  reviewed  the  summaries 
of  the  complaints  for  all  262  cases  exzuained  emd  closed  by 
the  SEC  Practice  Section's  Quality  Control  Inquiry 
Committee  (QCIC)  over  the  past  five  years  arising  from  the 
audits  of  publicly  held  companies. 

Before  presenting  the  FOB  staff's  analysis  of  these 
cases,  I  believe  it  appropriate  to  understand  the  role  and 
work  of  the  QCIC. 

The  QCIC 8  proceedings,  conducted  in  strict 
confidence,  do  not  seek  to  determine  the  merits  of  a  case 
or  the  culpability  of  any  party.  Rather,  their  purpose  is 
to  review  a  firm's  policies  and  procedures  to  assure  that, 
when  appropriate,  the  firm  takes  measures  to  upgrade  its 
controls  imd  compliance  with  them. 

In  conducting  its  proceedings,  the  QCIC  may  interview 
firm  personnel,  inspect  firm  policy  and  guidance  material, 
and  ex2Uiina  selected  workpapers  to  determine  the  need  for 
corrective  action  by  the  firm  or  by  standard-setters.  If 
the  committee  finds  significant  doubt  about  quality 
controls  or  compliance,  it  can  require  a  "special  review" 
or  "inspection"  designed  to  evaluate  aspects  of  the  firm's 
quality  control  system.  XbA^  inspection  consists  of  an 
exzualnatlon  of  engagements'^conoicted  by  the  same  personnel, 
in  the  same  industry  or  by  th^^ame  offices,  or  engagements 


The  hjblk  Oversight  Board  n  an  ndepeodenf,  prrvore  tecTOf  body  thai  monitors  and 
reports  on  the  self-regulatory  o'ogromi  and  aaivities  of  the  SEC  Praaice  Section  of  the 
Division  for  CPA  Firms  of  the  *  "^fcan  I  istitute  of  Certified  Public  Accountants. 
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with  similar  transactions  or  conditions  as  the  audit  in 
question.  The  QCIC  can  also  request  an  accelerated  peer 
review. 

QCIC  cases  are  not  closed  until  the  committee  is 
satisfied  that  a  firm  has  properly  addressed  any  wea)cnesses 
discovered  in  its  quality  control  system  and  that  matters 
that  require  consideration  by  the  accountinq  or  auditing 
standard-setting  bodies  have  been  reported  for  their 
consideration.  Exhibit  A  summarizes  the  actions  taken  by 
the  QCIC  as  a  result  of  its  work  on  the  262  cases  reviewed 
by  our  staff  for  purposes  of  this  response. 

The  Board  oversees  all  QCIC  inquiries  into  alleged 
audit  failures.  Its  staff  reviews  both  the  plaintiff's 
allegations  and  the  QCIC  staff's  analysis  of  them.  Board 
members  and/or  its  staff  attend  meetings  between  firms 
reporting  litigation  and  QCIC  task  force  members,  and 
participate  in  discussions  about  committee  recommendations. 

While  the  objective  of  the  QCIC  proceedings  is  not  to 
determine  the  merits  of  a  case,  nonetheless  a  certain 
number  of  suits  filed  are  considered  by  the  QCIC  and  the 
FOB  staff  to  lack  foundation. 

Of  the  262  cases  reviewed  by  the  FOB  staff  for 
purposes  of  this  response,  71  (27%)  were  considered  to  be 
without  foundation  on  their  face.  The  cases  regarded  as 
without  foundation  were  those  that  in  the  judgment  of  our 
staff  contained  allegations  that: 

•  suggest  a  misunderstemding  of  generally  accepted 
accounting  principles  applicable  to  the 
preparation  of  historical  financial  statements. 

•  lack  specificity,  relate  to  matters  not  related 
to  the  auditor's  professional  responsibilities, 
or  overlook  disclosures  that  were  included  in  the 
financial  statements. 

lack  credibility  (e.g.,  assert  a  deficiency  by 
the  auditor:  (a)  for  a  period  in  which  an 
auditor/client  relationship  did  not  exist;  (b) 
for  a  period  in  which  there  was  a  disclaimer  of 
opinion;  or  (c)  that  is  so  vague  that  it  cannot 
be  evaluated) . 

The  following  overview  of  five  cases  (appropriately 
masked) ,  involving  allegations  against  the  independent 
auditor,  were  judged  to  meet  the  above  criteria  and  are 
among  the  71  cases  regarded  as  without  foundation  by  the 
FOB  staff: 
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1.  The  complaint  alleges  that  Accounting  Firm  A  was 
engaged  to  audit  public  Company  Z  until  July  14, 
1986,  when  the  FHLBB  took  possession  of  Company 
Z  and  declared  it  insolvent.  The  complaint  also 
alleges  that  Accounting  Firm  A's  report  on 
Company  Z's  financial  statements  up  to  1986 
stated  that  the  financial  statements  were 
presented  in  accordance  with  GAAP,  although  the 
defendant  officers  and  directors  had  depleted  the 
company's  assets  by  extending  unreasonable  loans 
without  retaining  sufficient  reserves,  resulting 
in  its  failure  and  insolvency. 

Accounting  Firm  A's  last  audit,  however,  was 
of  Company  Z's  financial  statements  for  the  year 
ended  December  31,  1983.  Accounting  Firm  A  was 
replaced  by  Accounting  Firm  B  during  1984  and  the 
complaint  does  not  mention  Accounting  Firm  B. 
The  complaint  is  extremely  vague  and  lacking  in 
specificity  and  Accounting  Firm  A  is  not  named 
specifically  in  any  of  the  allegations. 

2.  The  complaint  alleges  that  Accounting.  Firm  B 
wrongfully  indicated  to  the  shareholders  of 
public  Company  Y  that  a  merger  with  Company  X 
would  be  in  Company  Y's  benefit,  when  in  fact  it 
was  not.  The  complaint  fails  to  contain  a  clear 
statement  of  alleged  deficiencies  in  Company  Y's 
historical  financial  statements.  For  example, 
the  complaint  alleges  that,  "the  defendants 
hyped,  manipulated,  controlled,  fixed,  shortsold, 
short-swing  profit  sold,  phony  merged  Company  X's 
phony  stock  repurchased,  phony  stock 
announcements,  etc.  to  banlcroll  campaigns  of 
various  Republican  politicians  in  Texas."  None 
of  the  allegations  relate  to  the  audits  of 
financial  statements  performed  by  Accounting  Firm 
B. 

3.  Accounting  Firm  C  was  named  in  a  class  action 
complaint  by  investors  who  purchased  interests  in 
real  estate  limited  partnerships.  The  complaint 
alleges  that  the  partnership  prospectuses  that 
were  provided  to  prospective  investors  contained 
false  and  misleading  pro  forma  financial 
information  and  projections.  Further,  the 
allegations  state  that  Accounting  Firm  C  failed 
to  take  exception  to  the  false  and  misleading 
disclosures  in  Form  10-K  that  asserted  that 
subsequent  financial  difficulties  encountered  by 
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the  partnerships  were  the  result  of  adverse 
economic  factors  such  as  a  dovmtum  in  the  real 
estate  market. 

Accounting  Firm  C  was  engaged  only  to 
perform  audits  of  historical  financial 
information  and  was  not  associated  with  the  pro 
forma  financial  information  and  projections 
included  in  the  partnership  prospectuses  and 
there  is  no  indication  that  historical  financial 
statements  audited  by  Accounting  Firm  C  were  in 
any  way  deficient. 

4.  Accounting  Firm  D  was  named  In  a  class  action 
complaint  involving  Company  V's  initial  public 
offering  (IPO) ,  which  allegedly  contained  false 
and  misleading  financial  statements.  Insofar  as 
Accounting  Firm  D  is  concerned,  the  complaint 
asserts  that  the  firm  gave  accoiinting  advice  and 
consultation  to  Company  V  regarding  the  financial 
statements  included  in  the  IPO  and  consented  to 
being  associated  with  the  prospectus. 

Accounting  Firm  D  had  been  replaced  prior  to 
the  IPO  by  Accounting  Firm  E  at  the  suggestion  of 
the  lead  underwriter.  Accounting  Firm  D  did  not 
consent  to  the  reissuance  of  its  prior  year 
opinions  on  Company  V's  financial  statements  and 
the  firm's  opinions  and  consent  were  not  Included 
in  the  prospectus. 

5.  The  following  is  an  example  of  how  a  business 
downturn  czm  lead  to  litigation.  None  of  the 
allegations  relate  to  Company  R's  historical 
financial  statements  or  claim  that  Accounting 
Firm  B's  audits  were  deficient.  Essentially,  the 
complaint  alleges  that  Company  R  failed  to  advise 
investors  regarding: 

1.  Deterioration   of   its   markets   and 
demand  for  its  products. 

2.  The  adequacy  of  the  company's  foreign 
currency  hedging. 

3.  Marketing   problems   resulting   from 
competitive  pricing. 

4.  Reduced  dealer  loyalty. 
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The  complaint  alleges  that  despite  Company 
R's  December  1990  internal  prediction  that  its 
profitability  would  decrease  during  1991,  it  was 
not  until  mid-May  1991  that  Company  R  first 
announced  that  it  expected  revenues  for  the 
second  quarter  of  1991  to  be  below  those  of  the 
previous  year.  The  complaint  states  that  Company 
V  issued  a  press  release  on  January  30,  1991  in 
which  it  stated  that  "The  current  uncertainties 
in  the  world  economic  and  political  situations 
will  make  1991  a  challenging  year.**  The 
complaint  asserts  that  this  announcement  failed 
to  disclose  the  predicted  drop  in  profitability. 

Company  R's  1990  ND&A  included  in  Form  10-K 
disclosed  that  during  1991  Company  R  might  be 
negatively  impacted  by: 

1.  Signs  of  economic  wealcness  in 
international  markets. 

2.  Sluggishness  In  the  North  American 
markets,  which  would  continue  through 
1991. 

3.  A  much  higher  level  of  competition  for 
dealer  loyalty  from  competitors. 

4.  Higher  expenses. 

The  above  examples  strongly  suggest  to  the  Board  that 
the  accounting  profession  is  unfairly  included  as 
defendants  in  many  class  actions  involving  the  misfortunes 
of  their  clients  simply  because  they  were  at,  or  believed 
to  be  at,  the  "accident  scene"  and  thus  are  a  potential 
source  of  remedy  for  those  claiming  to  be  wrongfully 
daaaged. 

In  a  number  of  QCIC  cases  that  we  observe,  even  if  the 
allegations  involving  the  accounting  firm  were  all  true, 
the  losses  claimed  by  the  plaintiffs  were  caused  primarily 
by  economic  events  or  the  trrongdoing  of  others.  In  a 
relatively  small  number  of  other  QCIC  cases,  the  Board  has 
felt,  based  upon  its  understanding  of  the  cases,  the 
auditors  may  have  substantially  contributed  to  the  damages 
claimed  by  the  plaintiffs.  " 

Unfortxinately,  the  present  system  of  "joint  and 
several"  legal  system  fails  to  distinguish  between  the 
degrees  of  failure  by  the  auditor  or  the  possible 
proportionate  loss  caused  by  each  of  the  defendants  in  a 
specific  case.   This  results  in  the  economically  solvent 
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def endants ,  such  as  the  accounting  flnns,  being  exposed  to 
unreasonable  and  even  life  threatening  dzuaage.  This  kind 
of  economic  exposure  coupled  with  the  high  costs  of 
discovery  and  defense,  encourages  settlement  of  even  the 
most  frivolous  cases,  thus  causing  even  further  damage  to 
the  public's  perception  of  the  accounting  profession. 

Please  get  in  touch  with  me  if  you  have  any  further 
questions  about  the  above. 


Very  truly  yours. 


A. A 
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Abstract 

This  study  focuses  on  Ihigation  involving  mdependent  auditors.  The  study 
describes  what  auditors  pay  (if  anything)  relative  to  other  defendants  for  litigation 
involving  the  largest  audit  firms.  The  objective  of  the  study  is  to  relate  this  outcome 
evidence  to  the  debate  over  securities  law  reform  in  regards  to  eliminatbg  joint  and 
several  liability  in  favor  of  proportionate  liabiUty.  Of  particular  interest  for  the  debate  is 
evidence  on  the  filtering  out  of  weak  claims  against  auditor  and  other  defendants  by  the 
ciurent  legal  systeoL  E>ismissals  and  no  payments  to  plaintifis  identify  weak  claims. 

The  evidence  is  consistent  with  a  high  level  of  weak  claims  against  auditors.  While 
auditors  paid  large  amounts  to  resolve  some  actions,  in  general,  auditors  are  non- 
contributors  or  secondary  contributors.  Most  auditor  Utigation  is  jomt  with  other 
defendants  (including  companies  and  their  ofBcers  and  directors).  However,  the  level  of 
dismissals  and  no  payments  to  plaintifis  is  higher  for  auditors  than  for  these  other 
defendants.  Data  on  disposition  time  show  that  auditors  incur  a  lengthy  process  to  defend 
against  weak  claims.  To  the  extent  that  resolution  time  provides  insights  on  defense  costs, 
the  data  suggest  a  costly  di^oation  process.  i 

The  evidence  provides  some  support  for  auditors'  claims  that  they  are  subject  to  a 
high  level  of  "unwarranted**  litigation  under  joint  and  several  liability,  proportionate 
liability  appears  to  have  some  potoitial  for  reducing  auditors'  involvement  in  weak 
litigation  under  the  1934  Act  However,  the  evidence  also  suggests  that  another  key 
element  in  reform  is  reducing  the  costs  of  sorting  weak  claims  from  strong  and  resolving 
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eadi  accordingly.  It  remains  unclear  whether  proposed  legislation  regarding  proportionate 
liability  would  accomplish  this  objective. 


fTextl 

1.  Introduction:  Auditors'  Concern  With  Weak  Claims 

Accountants,  in  particular  independent  auditors,'  strongly  advocate  securities  law 
reform.  As  professional  advisors  in  financial  reporting  and  disclosure,  auditors  play  an 
important  part  in  maintaining  the  integrity  of  financial  information  conveyed  to  the 
investing  public.^  Unwarranted  litigation,  principally  attributed  to  joint  and  several 
liability,  threatens  the  independent  audit  fimaion  and  the  financial  reporting  system.^ 
Auditors  claim  that  the  current  legal  system  of  joint  and  several  Uability  pulls  them  into 
litigation  for  no  other  reason  than  that  they  have  money— that  they  are  classic  "deep- 
pockets"  defendants.  The  accounting  community  has  therefore  made  considerable  efifoits 
to  advocate  reform.  The  American  Institute  of  Certified  Public  Accountants  and  the  six 
largest  accounting  firms  (the  Big  Six)^  are  visible  members  of  the  CoaUtion  to  Elimmate 
Abusive  Securities  Suits  (CEASS).  These  groups  actively  support  legislation  to  ametad  the 
Securities  and  Exchange  Act  of  1934,'  including  replacing  joint  and  several  liabihty  with 
proportionate  liability  in  some  circumstances. 

The  need  for  and  implications  of  legislation  amending  the  1934  Act  are  widely 
debated.^  The  recent  U.S.  Supreme  Court  decision,'  that  holds  a  private  plaintiff  may  not 
maintain  an  aiding  and  abetting  suit  under  Section  10(b)  of  the  Securities  and  Exchange 
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Act  of  1934,  conq)licates  rather  than  clarifies  the  debate;  aiding  and  abetting  claims  are 
not  central  to  auditors'  unwarranted  litigation  concerns.  While  opposmg  legislation  to 
overturn  the  Supreme  Court  decision,  the  accounting  profession  remains  committed  to 
legislation  replacing  joint  and  several  liability.' 

Critical  to  the  debate  over  securities  law  reform  is  the  extent  of  weak  claims  under 
joint  and  several  liability  and  the  abiUty  of  current  legal  mechanisms  to  filter  these  weak 
claims,  against  auditors  and  other  defendants,  out  of  the  legal  system.  In  this  study,  I 
identify  "weak  claims"  as  claims  that  result  in  no  payments  to  platntifis.  Since  this 
approach  excludes  claims  that  result  in  small  payments  to  plaintifis,  and  could  also 
plausibly  be  defined  as  "weak",  my  approach  may  understate  the  actual  number  of  weak 
claims  brought  against  auditors  and  other  defendants. 

While  a  focus  of  my  analysis  is  weak  claims,  the  overarching  object  of  this  article  is 
to  present  systematic  empirical  evidence  on  the  "outcomes"  of  litigation  and  to  relate  this 
evidence  to  the  debate  over  securities  law  reform.  Specifically,  I  describe  what  auditors 
pay  (if  anything)  relative  to  other  defendants  for  an  extensive  sanq>le  of  lawsuits  involving 
the  largest  audit  firms.  I  separately  consider  lawsuits  with  claims  under  the  1934  Act 
because  proposed  legislation  targets  these  claims. '°  Furthermore,  the  study  asserts  that  a 
large  number  of  weak  claims  brought  against  auditors  under  joint  and  several  liability  may 
argue  for  reform  of  the  liabiUty  system  because  of  the  likeUhood  that  defending  against 
uiunerited  claims  may  be  excessively  costly.  I  provide  some  msight  into  auditor  defense 
costs  by  using  the  length  of  time  it  takes  to  resolve  litigation."  Generally  qieaking,  the 
longer  it  takes  to  resolve  a  case,  the  more  expensive  it  is  for  the  defending  parties.  Section 
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2  explains  auditor  concerns  regardiag  current  legal  mechanisms  for  filtering  out  weak 
claims  and  for  resolving  cases  on  their  merits.  Sections  3  to  S  describe  and  analyze  the 
sample.  Section  6  provides  summary  and  concluding  remarks. 
2.  Can  the  Legal  System  Filter  Out  Weak  Claims? 

The  current  legal  system  has  a  number  of  mechanisms  that  filter  out  weak  claims 
and  move  outcomes  towards  being  merit-based.  Because  of  their  relevance  m  affecting  the 
observed  outcomes  in  auditor  litigation,  I  focus,  m  this  study,  on  the  following:  motions  to 
dismiss,  motions  for  summary  judgment,  trial,  and  judicial  approval  of  settlements.  These 
mechanisms  apply  to  both  individual  defendants  and  overall  actions.  Unfortunately,  there 
is  concern  that,  m  many  instances  these  mechanisms  may  not  be  fimctioning  property. 
Before  discussing  the  concerns,  1  briefly  review  these  mechanisms. 

Dismissal  and  summary  judgment  are  common  means  by  which  weak  claims  are 
fihered  out  of  the  system.  Grounds  for  dismissal  of  audit-related  actions  include  failure  to 
plead  firaud  with  particularity,  failure  to  meet  statute  of  limitation  requirements,  and  lack 
of  standing.  Likewise,  actions  may  be  dismissed  through  sunmiary  judgment.  This  happens 
when  the  judge  in  the  case  feels  "there  is  no  genuine  issue  of  material  fact,  and  v^en  the 
evidence  is  viewed  in  the  light  most  fiivorable  to  the  adverse  party,  the  movant  is  entitled 
to  prevail  as  a  matter  of  law."'^ 

Trial  is  another  important  mechanism  for  producing  merit-based  outcomes.  Even  if 
a  conflict  does  not  actually  reach  the  trial  stage,  the  threat  of  trial  pressures  pretrial 
outcomes  to  reflect  the  merits  of  cases.  Theoretically,  litigants  compare  their  expected 
positions  after  trial  with  settlement  proposals,  taking  account  of  costs  of  litigation  and 
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settlement.  If  either  the  plaintifrs  or  the  defendant's  expected  poation  after  verdict 
exceeds  proposed  settlements,  the  case  goes  to  trial" 

Lastly,  securities  actions,  disposed  of  by  settlement  rather  than  adjudication, 
require  judicial  approval  Judges  assess  whether,  considering  the  merits,  the  settlement  is 
fair,  reasonable,  and  adequate.'^  Iq  securities  class  actions,  class  members  have  an 
opportunity  to  object  to  proposed  settlements  and  to  request  exclusion  from  the  class 
settlement. 

Auditors  argue  that  these  mechanism  are  not  necessarily  effective  in  deterring  the 
filing  of  weak  claims,  in  filtering  out  weak  claims  filed  against  them,  or  in  resolving  claims 
based  on  their  merits.  They  have  some  support  from  legal  scholars.  For  example. 
Professor  Janet  Alexander  argues  that  summary  judgment  is  difficult  to  obtain  in  these 
sorts  of  cases  because  'liability  turns  on  issues,  such  as  materiality,  scienter,  due  diligence 
and  causation,  that  blend  facts  and  law  in  complex  ways,"'^  and  that  therefore  judges 
often  prefer  to  let  the  case  go  to  trial  rather  than  decide  the  issue  themselves.  Alexander 
also  argues  that  trial  is  an  unthinkable  option  for  plaintifis,  their  attomeys,  and  most 
defendants  in  securities  litigation  because  all  these  parties  have  strong  incentives  to 
settle.*^  One  critical  mcentive  is  money;  officers'  and  directors'  insurance  is  available  to 
fimd  settlemoits  but  not  judgments.'^  Furthermore,  she  discusses  judges'  incentives  to 
encourage  settlements  which,  along  with  other  institutional  forces,  diminish  judicial 
oversight  as  a  mechanism  for  ensuring  settlements  reflect  the  merits. '^  These  arguments 
imply  not  just  that  the  mechanisms  related  to  adjudication  and  settlement  are  not  effective 
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in  filtering  out  weak  claims,  but  that  outcomes  do  not  reflect  the  merits;  defendants 
systematically  pay  plaintiJQ&  too  mudi. 

Auditors  see  joint  and  several  liability  as  the  central  problem  because  it  puts  them 
at  risk  for  being  liable  for  the  full  damages,  which  can  be  considerable  in  securities 
litigation.  This  risk  is  saUent  for  auditors  because  it  occurs  along  with  two  perceptions— 
that  dismissals  are  difficult  to  obtain  and  that  trial,  in  particular  by  jury,  is  biased  agamst 
them."  As  repeat  htigants  auditors  incentives  for  settlement  may  differ  fi-om  the  incentives 
of  non-auditor  defendants.^  However,  the  risk  of  being  Uable  for  the  damages  caused  by 
other  defendants,  and  not  covered  by  settlements  from  those  defendants,  plus  the 
uncertainty  of  trial  outcomes  (Le.,  a  low  likelihood  for  auditor  success)  forces  auditors 
into  not  just  settling  but  paying  more  than  they  otherwise  would  considering  the  merits  of 
claims  against  them. 

This  study  defines  weak  claims  as  claims  that  the  legal  system,  through  the 
mechanisms  described  above,  determmes  are  unworthy  of  compensation.  If  skeptics  of 
merit-based  outcomes  are  correct  when  they  argue  that  these  mechanisms  do  not 
effectively  filter  out  weak  claims  and  that  defendants  systematically  pay  plaintiffs  too  mudi 
m  light  of  the  strength  of  the  case  brought  against  them,  the  number  of  lawsuits  with  no 
payments  to  plaintifi^  provides  a  conservative!  estimate  of  the  prevalence  of  weak  claims 
under  the  current  legal  system  with  jomt  and  several  liability.  This  evidence  allows 
assessment  of  whether  the  current  legal  system  encourages  plaintiffs  to  file  weak  claims 
against  auditors  and  other  defendants.  Together  with  some  msight  on  defense  costs,  this 
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evidence  also  allows  assessment  of  whether  auditors  incur  a  disproportionate  share  of 
litigation  costs  in  defending  against  weak  claims. 
3.  The  Sample 

Two  hundred  and  twenty-seven  observations  involving  allegations  of  audit  &ilure 
against  the  largest  U.  S.  audit  firms^'  comprise  the  evidence  used  in  this  study."  An 
"observation"  includes  all  legal  actions  against  the  audit  firm  related  to  an  alleged  audit 
&ilure.^  A  few  observations  have  no  legal  actions  because  auditors  settled  with  potential 
plaintiffs  to  avoid  litigation.  Otherwise,  outcomes  occur  by  adjudication— court  decisions 
on  motions  for  dismissal,  summary  judgment,  and  trials— and  by  judicial  approval  of 
settlements.  For  the  purposes  of  this  study,  for  an  observation  to  count  as  complete, 
generally  all  legal  actions  against  the  auditor  and  all  other  defendants  must  be  concluded, 
including  appeals.  ^^  Outcome  amounts  are  aggregate  payments  of  all  legal  actions  and 
events. 

The  majority  (66%)  of  the  227  observations  are  concluded  in  the  last  decade. 
However,  disposition  dates  do  vary  between  1970  and  1994.  To  insure  sample 
observations  consist  of  comparable  information,  all  outcome  amounts  reported  in  this 
study  are  inflation-adjusted  to  April  1994  dollars  using  the  CPI-U.  ' 

Because  the  1934  Act  is  a  focus  for  advocates  of  securities  law  reforms,  the  227 
observations  are  partitioned  into  two  subsamples.  One  subsample  has  58  observations, 
none  of  which  involve  claims  under  the  1934  Act.  Instead,  these  observations  consist  of 
"other"  claims.  Other  claims  usually  include  one  or  more  of  the  following:  coimnon  law 
negUgmce,  professional  malpractice,  fraud,  breach  of  contract,  breach  of  fiduciary  duty. 
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and  violations  of  state  securities  and  consumer  protection  laws.  Settlements  to  avoid 
litigation  are  classified  with  other  claims. 

The  second  subsample  has  169  observations  with  claims  under  the  1934  Act.  Most 
firequently  plaintiffs'  claims  against  auditors  focus  on  Section  10(b)  and  Rule  lOb-S. 
However,  plaintiSs'  claims  in  this  subsample  are  not  necessarily  limited  to  the  1934  Act. 
Additional  claims  by  plaintiffs  against  auditors  tend  to  involve  common  law  and  state 
securities  laws  but  also  may  include  the  Securities  Act  of  1933  and  federal  and  state  RICO 
statutes."  The  evidence  that  the  majority  (75%)  of  sample  observations  consists  of  claims 
agamst  auditors  under  the  1934  Act  suggests  that  these  claims  may  represent  an 
appropriate  focus  for  reform  efforts.  The  existence  of  additional  claims  means  that  the 
1934  Act  claims  may  not  be  decisive  in  determining  the  reported  outcomes. 

Finally,  aiding  and  abettmg  claims  have  a  presence  in  lawsuits  agamst  auditors. ^^ 
The  1934  Act  claims  identified  in  this  study  may  include  aiding  and  abetting.  However, 
these  1934  Act  claims  need  not  be  limited  to  aiding  and  abetting.  Consider,  for  example, 
that  allegations  may,  in  fact,  encompass  either  primary  or  secondary  liability  by  stating  that 
defendant  auditors  "engaged  in  or  aided  and  abetted".  ^^  Furthermore,  these  claims  do  not 
appear  alone;  additional  claims  against  auditors  may  accompany  them.  Again,  there  i^  the 
difficulty  of  determining  which  claims  drive  the  observed  outcomes.  These  are  among  the 
reasons  that  I  do  not  disaggregate  1934  Act  claims  to  separately  ^ecify  aiding  and 
abetting  claims. 
4.  Evidence  on  the  Outcomes  of  Litigation 
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Before  describmg  the  evidence  on  the  outcomes  of  litigation,  I  provide  several 
background  characteristics,  m  Table  1,  to  give  some  sense  of  the  total  sample  and  of  some 
similarities  and  differences  between  the  two  subsampIes-1934  Act  and  other  claims. 
These  characteristics  reveal,  for  example,  that  88%  of  auditor  titigation  is  joint  with  other 
defendants.  Joint  litigation  is  almost  always  observed  for  observations  with  1934  Act 
claims  as  98%  of  these  have  defendants  in  addition  to  auditors.  Clients  (companies), 
ofiBcers  and  directors,  and  underwriters  and  other  professional  advisors  are  most  often 
defendants  along  with  auditors.  The  two  subsamples  dififer  in  that  auditor  litigation  with 
1934  Act  claims  consists  of  pubUcly  traded  companies  to  a  greater  extent  (82%  of  the 
subsample);  many  of  these  companies  are  listed  on  the  NYSE  (41%  of  the  subsample). 
Two  cUent  characteristics— bankruptcy  (or  severe  financial  distress)  and  irregularities^^— 
have  a  meaningful  presence  in  auditor  Utigation;  58%  and  38%  re^ectively  of  the 
observations  m  the  total  sample  have  these  characteristics.  Auditors  argue  that  cUent 
bankruptcy  is  one  circumstance  where  they  get  pidled  into  litigation  because  of  their  "deep 
pockets".  Finally,  in  addition  to  htigation  against  auditors  by  private  plaintiffs,  some 
sample  observations  have  SEC  enforcement  actions  against  audit  firms  or  firm  members 
(8%  of  the  total).  SEC  penalties  are  not  included  in  outcomes  discussed  in  this  study; 
likewise  excluded  from  the  analysis  is  the  length  of  time  it  takes  auditors  to  resolve  these 
SEC  enforcement  actions.  While  I  do  not  focus  on  SEC  enforcement  actions,  I  include  this 
information,  together  with  the  other  selected  characteristics,  to  suggest  that  my  sample 
contains  a  range  of  lawsuits  from  the  meritorious  to  the  non-meritorious.  I  use  observed 
outcomes  to  infer  whether  the  latter  appears  to  dominate  auditor  litigation. 
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Insert  Table  1 

Table  1  provides  some  initial  evidence  on  outcomes.  The  table  reports  that  total 
defense  payments  to  plamtifis  average  $23. 1 1  miUion;  the  average  ($26.00  miUion)  is 
higher  for  the  subsample  with  1934  Act  claims.  Auditor  payments  average  $4.60  million; 
again,  the  average  ($4.7 1  million)  is  higher  for  the  subsample  with  1934  Act  claims. 
Auditors'  percentage  contributions  average  21%  in  the  overall  sample;  this  average  (17%) 
is  lower  for  the  subsample  with  1934  Act  claims.  However,  these  averages  do  not  fiilly 
reveal  the  tendencies  in  these  data,  so  I  describe  each-total  defense  payments,  auditor 
payments,  and  the  percentage  of  auditor  contributions~m  turn  m  more  detail 

Table  2  provides  a  breakdown  of  the  total  defense  payments  to  plaintifis  into  eight 
categories  ranging  from  zero  to  in  excess  of  $100  miUion.  Several  insights  emerge  from 
these  data.  First,  plaintiffs  receive  nothing  from  defendants  in  26%  of  the  total  sample 
cases;  this  "dismissal"  rate  is  slightly  lower  for  1934  Act  claims  and  higher  for  other  claims 
(23%  and  33%,  respectively)."  Second,  there  are  some  large  total  defense  payments, 
mcluding  amounts  over  $100  miUion;  these  large  payments  drive  up  (distort)  the  average 
previously  reported.  For  example,  the  most  frequent  payment  category  is  $1  to  $5  miUion. 
Indeed,  the  three  categories  from  zero  to  $5  miUion  encompass  over  half  the  sample ' 
(53%);  extending  the  range  from  zero  to  $20iniUion  brings  in  nearly  80%  of  the  sample. 

Insert  Table  2 

Table  3  provides  a  simUar  breakdown  of  auditor  payments  into  eight  categories 
ran^g  from  zero  to  m  excess  of  SI  00  miUion.  Perhaps  the  most  revealing  evidence  is  that 
nearty  half  (48%)  of  the  sample  has  no  payments  by  auditors. **  In:5)ortantly,  this  finding 
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applies  to  the  subsample  with  1934  Act  claims  as  the  "dismissal"  rate  is  47%.  I  will  return 
to  a  discussion  of  this  rate.  There  are  some  large  auditor  payments.  However,  the  most 
frequent  auditor  payment  category  (other  than  zero)  is  less  than  $1  million  (41  of  227 
(18%)).  Together,  the  zero  and  small  payment  (less  than  SI  million)  categories  include 
66%  of  the  sample.  The  range  from  zero  to  $S  miUion  includes  82%  of  the  sample. 

Insert  Table  3 
Table  4  reports  auditors'  relative  (percentage)  contribution  to  total  defense 
payments.  There  are  2 1  instances  where  auditors  paid  the  entire  amount.  These  instances 
where  auditors  paid  100%  most  frequently  occur  in  the  other  claims  subsample. 
Furthermore,  although  not  indicated  in  this  tabic,  I  foimd  that  in  12  of  these  21 
observations,  auditors  are  the  only  defendant— thus,  auditor  payments  are  automatically 
100%  of  the  total."  In  the  subsample  with  1934  Act  claims,  the  table  reveals  that  when 
auditors  contribute  to  defense  payments,  they  most  frequently  contribute  less  than  10%.  In 
general,  auditors  are  non-contributors  or  secondary  contributors  to  the  total  amounts  paid 
to  plaintiffs;  this  is  especially  true  for  cases  with  1934  Act  claimis.  For  example,  percentage 
contributions  ranging  from  zero  to  50%  encompass  almost  all  (88%)  of  the  subsample 
with  1934  Act  claims. 

Insert  Table  4 
Fmally,  Table  5  links  the  outcome  evidence  for  auditors  with  the  evidence  for  all 
defendants  by  classifying  the  total  sample  two  ways—by  auditors'  percentage  contributions 
and  by  total  defense  payments  to  pbmtifiEs.  Note  that  when  auditors  contribute  100%, 
total  defense  payments  tend  to  be  in  the  lower  ranges  (less  than  $10  miUion).  One  general 
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conchiaon  from  the  data  is  that  auditors  are  not  the  oiil>'  defendant  with  resources.  For 
exanq>le,  the  table  shows  that  auditors  tend  to  be  non-contributors  or  secondary 
contributors  even  when  total  payments  are  large.  Only  8%  (18  of  227)  of  the  san^le 
involve  both  auditor  contributions  of  more  than  50%  and  payments  to  plaintifis  that  total 
more  than  $S  milhon.  Finally,  the  evidence  highUghts  the  difference  in  no  payment 
(dismissal)  outcomes  between  auditors  and  all  other  defendants;  recall,  dismissal  rates  are 
48%  for  auditors  and  26%  for  all  other  defendants. 

Insert  Table  5 

Using  observations  with  no  payments  to  reveal  weak  claims,  these  data  suggest  a 
high  level  of  weak  claims  against  auditors  (Le.,  48%).  This  resuh  appUes  to  lawsuits  with 
1934  Act  claims  (these  lawsuits  have  a  dismissal  rate  of  47%).  While  arguably  a 
meaningful  level  for  all  defendants,  the  level  of  weak  claims  is  lower  for  the  remaining 
non-auditor  defendants  (Le.,  26%).  There  are  at  least  three  possible  reasons  that  auditors 
exhibit  a  much  higher  dismissal  rate:  (1)  weak  claims  against  auditors  are  not  necessarily 
weak  with  respect  to  all  other  defendants,  (2)  dismissals  and  summary  judgment  are  more 
difficuh  to  obtain  for  some  other  defendants,  and  (3)  incentives  to  settle  are  greater  for 
some  other  defendants.  My  study  cannot  determine  which  of  these  explanations,  if  ahy, 
applies  to  non-auditor  defendants.  Even  so,  the  outcome  evidoice  for  auditors  seems  to 
support  their  assertions  of  a  high  level  of  weak  claims  with  respect  to  them  b  securities 
litigation. 

Furthermore,  the  costs  imposed  on  auditors  to  defend  against  these  apparently 
weak  claims  need  to  be  considered.  I  can  provide  some  insight  into  defense  costs.  To  do 
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so,  I  use  the  length  of  time  it  takes  to  dispose  of  litigation.  Arguably,  the  longer  it  takes  to 
conclude  a  lawsuit,  the  more  expensive  it  is  for  the  defending  parties.  The  next  section 
presents  the  evidence  on  defense  costs. 
S.  Defense  Costs 

Table  6  classifies  the  sample  by  the  number  of  years  it  takes  auditors  to  conclude 
all  private  civil  actions  against  them  (including  appeals).^^  The  sample  observations  are 
also  classified  by  the  amount  auditors  paid  to  plaintiffs  and  by  the  outcome  source.  The 
two  general  outcome  sources  are  adjudication  and  settlement.  Adjudication  includes 
dismissal,  summary  judgment,  and  triaL^^  For  observations  where  courts  granted  dismissal 
motions,  the  table  denotes  the  reason,  if  determinable. 

Insert  Table  6 

Observations  with  no  auditor  payments  take  an  average  of  3.7  years  to  conclude.^ 
Table  6  also  indicates  that  the  times  differ  depending  on  the  mechanism  by  which  the 
outcome  was  reached.  The  highest  average  is  for  trial  observations  (S.6  years)  and  the 
lowest  is  for  actions  withdrawn  by  plaintifiEs  (1.3  years).  Procedural  dismissals  and 
summary  judgments  average  2.6  and  4.3  years,  respectively.  Settlements  where  auditors 
contribute  nothing  take  an  average  of  3. 1  years.  Together,  this  evidence  is  consistent' with 
a  lengthy,  therefore  costly,  defense  process  to  dispose  of  weak  claims  agamst  auditors. 

In  addition,  as  previously  noted,  using  observations  with  no  auditor  payments  to 
indicate  weak  claims  is  a  conservative  approach. ^^  For  example,  consider  the  observations 
with  auditor  payments  of  $500,000  or  less.  Most  of  these  involve  auditor  settlements,  not 
trials  (24  of  27);  they  still  take  an  average  of  4.7  years  to  conclude.  These  observations 
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likely  include  claims  with  a  low  probability  of  success  agamst  auditors,  but  wfaidi  auditors 
settled  to  avoid  incurring  fiuther  defense  costs. 

These  data  suggest  that  even  when  claims  brought  against  auditors  are  weak,  they 
take  a  significant  amount  of  time  to  conclude.  The  evidence  appears  to  support  auditors' 
claims  that  a  legal  system  with  joint  and  several  UabUity  forces  them  to  spend  a  large 
amount  of  money  fending  off  weak  claims.^  The  data  also  suggest  that  whether  the  claims 
are  weak  or  not,  they  rarely  conclude  quickly.  For  exan^le,  average  resolution  times  are 
simflarly  long  for  summary  judgment,  auditor  payments  of  less  than  SSOO,000,  and  auditor 
payments  of  more  than  $5  million  (4.3  years,  4.7  years,  and  4.2  years,  re^ectively). 
6.  Summary  and  Concluding  Remarks 

To  summarize,  the  evidence  reveals  that  88%  of  auditor  litigation  is  joint  with 
other  defendants;  especially  for  claims  under  the  1934  Act~98%  of  which  is  jobt 
litigation.  While  auditors  paid  large  amounts  to  dispose  of  some  actions,  m  general, 
auditors  are  non-contributors  or  secondary  contributors.  About  48%  of  the  sample 
involves  no  auditor  payments.  Less  than  10%  of  the  sample  involves  both  auditor 
contributions  of  more  than  50%  and  defense  payments  to  plaintiffs  totaling  more  than  SS 
miDion.  On  average,  it  takes  3.7  years  for  auditors  to  dispose  of  weak  claims  (defined  as 
outcomes  with  no  auditor  payments).  These  resuhs  apply  to  observations  with  claims 
under  the  1934  Act  which  represent  75%  of  the  sample. 

The  substantial  presence  of  claims  under  the  1934  Act  suggests  that  these  claims 
represent  an  appropriate  focus  for  reform  efforts.  The  e>)idence  suggests  a  high  level  of 
weak  claims  that  take  a  long  time  to  conclude.  One  interpretation  of  this  evidence  is  that 
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the  current  system  eventually  effectively  filters  out  weak  claims.  However,  defending 
against  a  significant  number  of  weak  cases  is  likely  to  impose  great  costs  on  auditors.  The 
lengthy  resolution  time  suggests  that  auditors  mcur  a  costly  process  to  defend  against  a 
large  number  of  weak  claims. 

Therefore,  the  evidence  appears  to  support  auditors'  concerns  with  "unwarranted" 
lawsuits  filed  against  them  under  the  current  1934  Act  with  joint  and  several  liability. 
Since  the  observed  outcomes  indicate  that  most  alleged  audit  failures  fall  short  of  auditor 
fi-aud,'^  so  that  for  these  cases  auditors'  actual  fault  is  smaU,  auditors  account  for  a  small 
portion  of  chent  losses.  If  so,  proportionate  Uability  in  allocating  damages  to  defendants 
would  reduce  the  expected  value  of  many  legal  actions  against  auditors  since  recoveries 
fi-om  auditors  for  losses  caused  by  others  would,  for  the  most  part,  no  longer  be  included 
m  potential  plaintifiEs'  expeaed  value  calculations.^^  Instead,  auditors  would  only  be  Uable 
to  the  extent  that  their  own  actions— not  the  aaions  of  others— cause  harm  This  reduction 
in  expected  value  should  therefore  reduce  the  number  of  lawsuits  filled  against  auditors. 

However,  proposed  legislation  tends  not  to  entail  straightforward  implementation 
of  proportionate  liability,  so  that  legislation  may  create  new  uncertamties.*"  Therefore, 
expected  value  calculations  may  be  complicated  by  legislation  because  key  elements  of  the 
calculus— plaintiffs'  losses,  each  defendant's  degree  of  culpabUity,  and  each  defendant's 
percent  of  causation— are  precisely  what  is  at  issue  in  the  legal  debate.  Not  only  may 
claims  filed  after  the  legislation  be  more  contentious,^'  but  strategic  issues  may  affect  the 
timing  of  settlement  decisions.^^  This  assessment  also  assumes  that  plamtifiEs'  strategies 
will  remain  imchanged  after  enaament  of  the  proposed  legislation— very  likely  an 
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unrealistic  assumption.  Even  so,  a  more  precise  prediction  of  plamtiff  responses  to 
enactment  of  a  proportionate  liability  regime  is  difficult  to  achieve.  One  possibility  is  that 
plaintifis  will  turn  to  state  courts  to  file  more  actions,  mcluding  securities  class  actions. 
A  number  of  other  issues  likewise  require  consideration,  including  the  court's  enforcement 
of  legisbtion,**  and  possible  unintended  consequences  before  the  efiFects  of  any  legislation 
can  be  predicted  with  confidence. 

In  conclusion,  the  evidence  provides  support  for  auditors'  contentions  that  they  are 
joint  defendants  m  a  high  level  of  securities  litigation  with  weak  claims  against  them  and 
that  these  weak  claims  are  costly  to  defend  against.  Proportionate  liabiUty  appears  to  have 
some  potential  for  diminishing  the  number  of  weak  claims  brought  agamst  auditors. 
However,  for  the  reasons  described  above,  the  extent  of  the  efiFect  of  proposed 
proportionate  Uability  legislation  is  far  fi-om  certain.  Fmally,  while  aidmg  and  abetting 
claims  imder  the  1934  Act  were  not  separately  considered,  actions  agamst  auditors  tend  to 
consist  of  multiple  claims.  Therefore,  the  recent  U.  S.  Supreme  Court  decision*'  is  likely 
to  have  a  marginal  impact  on  the  filing  of  lawsuits  against  auditors.  In  general,  plaintifis 
may  just  recast  claims  against  auditors  under  the  1934  Act  to  conform  to  the  decision 
rather  than  declme  to  file  suit.**  If  so,  the  conclusions  drawn  from  the  evidence  m  this 
study  would  not  be  substantially  altered. 


'  "Independent  auditor"  refers  to  external  audit  firms  who,  for  example,  certify  financial  statements  filed 
with  the  Securities  and  Exchange  Conunission  (SEC) 

^  Melvyn  I  Weiss,  In  Search  of  Accountability:  CPAs  Sought  Role  of  Assuring  Financial  Integrity. 
ACCOUNT  TODAY.  Dec  13.  1993.  at  36. 

'  Arthur  Andersen  &  Co.,  Coopers  &  Lybrand,  Deloitte  &  Touche.  Ernst  &  Young.  KPMG  Peat  Marwick, 
Price  Waterhouse,  The  Uability  Crisis  in  the  United  States:  Impact  on  the  Accounting  Profession,  J.  of 
ACCT..  Nov   1992.  at  19  (heninaAet  Statement  of  Position) 
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*The  Big  Six  firms  are  Arthur  Andersen  &  Co..  Coopers  &  Lybrand,  Deloitte  &  Touche.  Ernst  &  Young, 
KPMG  Peat  Manvick,  and  Price  Waterhousc.  These  firms  formed  the  Accountants'  Coalition  to  push  for 
securities  law  reforms. 

'See  S.  3181.  102d  Cong.  2d  Sess.  (1992);  H.Pv.  5828.  I02d  Cong..  2d  Sess.  (1992);  H.R.  417.  103d 
Cong..  1st  Sess  (1993).  and  S.  1976.  103d  Cong.  2d  Sess.  (1994) 

*  Under  joint  and  several  liability,  each  defendant  can  be  held  individually  responsible  for  plaintiff  losses. 
Plaintiffs  can  choose  from  which  defendants  to  collect-one,  some  or  all— subject  to  a  limitation  that 
recoveries  cannot  exceed  total  losses.  See  Robert  D.  Cooter  and  Thomas  S.  Ulen,  LAW  AND 
ECONOMICS  408  (1988)  The  accounting  profession  advocates  a  proportionate  liability  standard 
whereby  damages  assessed  against  each  defendant  found  liable  are  based  on  that  defendant's  determined 
degree  of  fault. 

'5ee,  Statement  of  Position,  supra  note  3.  But  see.  e.g.  In  Camera.  16  CLASS  ACTION  REP.  194  (Mar.- 
Apr.  1993);  Melvyn  I.  Weiss,  Jn  Search  of  Accountability:  Report  of  a  Litigation  Crisis  Greatly 
Exaggerated  by  Big  6,  ACCOUNT.  TODAY.  Nov.  1,  1993.  at  10 

*  Central  Bank  of  Denver.  NA.  v  First  Interstate  Bank  of  Denver.  N.  A.  and  Jack  K.  Naber,  1994  U.  S. 

LEXIS -ino. 

*See  J.  OF  ACCT..  June  1994.  at  4 

'"Supra,  note  5. 

"The  discussion  of  litigation  costs  in  this  study  ignores  indirect  litigation  costs  such  as  detnmental  effects 
on  the  auditor's  reputation.  These  effects  may  occur  with  the  initiation  of  litigation  rather  than  its 
resolution,  ^ee,  e.g.,  Zoe-Vonna  Palmrose.  An  Analysis  of  A  uditor  Litigation  Disclosures,  10  AUDrTING; 
A  J.  OF  PRACTICE  &  THEORY  54  (1991  Supplement);  Zoe-Vonna  Palmrose.  Trials  of  Legal  Disputes 
Involving  Independent  Auditors:  Some  Empirical  Evidence.  29  J  ACCOUNT.  RES   149  (1991 
Supplement).  Therefore,  the  total  cost  to  auditors  of  weak  claims  (i.e..  claims  with  no  payments  to 
plaintifEs)  may  be  greater  than  just  defense  costs. 

"  FruehorfCorp.  v.  Royal  Exchange  Assn.  o//l/n..  704  F.2d  1168  (9th  Cir.  1983). 

"See,  e.g..  George  L.  Priest  and  Benjamin  Klein,  The  Selection  of  Disputes  for  Litigation,  13  J.  LEGAL 
STUD  1  (1984). 

"'The  function  of  the  court  in  hearing  a  class  action  settlement  approval  application  is  not  to  reopen  the 
negotiations,  nor  to  substitute  its  judgment  for  that  of  the  parties,  but  a  more  delicate  one  in  which  the 
court  should  weigh  the  ultimate  £ate  of  the  action  had  it  been  tried  on  the  merits  and  form  a  determiiuaion 
as  to  whether  the  settlement  is  fair,  reasonable,  and  adequate."  See.  Rand  v.  Standard  Kollsman 
Industries.  Inc..  Fed  Sec.  L.  Rep.  (CCH)  195245  (SONY.  1975) 

"  Janet  Coofxr  Alexander.  Do  the  Merits  Matter'^  A  Study  of  Settlements  in  Securities  Class  Actions,  43 
STAN.  L.  REV.  497.  527  (1991). 

'^This  is  because  insurers  oAen  take  the  position  that  if  the  allegations  of  the  complaint  are  true  there  is 
no  coverage— either  because  an  excltision  applies  or  because  t'<e  policy  was  obtained  by  fi^ud.  See 
Alexander. sufx-a  note  IS.  at  552. 
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"W.  at  566  For  a  further  discussion  of  the  incentives  for  settlement  in  class  and  derivative  shareholder 
suits  and  courts'  lack  of  scrutiny  of  settlements  in  these  suits  see  Roberta  Romano,  The  Shareholder  Suit: 
Utigahon  Without  Foundation?,  7  J.  OF  L.,  ECON..  AND  ORGANIZATION  55  (1991). 

"See,  Statement  of  Position,  supra  note  3. 

^See  Alexander,  supra  note  15;  Palmrose,  supra  note  1 1. 

'*  In  addition  to  the  Big  Six  {supra  note  4)  and  their  predecessor  firms,  the  sample  audit  firms  include  the 
following  firms  and  their  predecessor  firms:  Grant  Thornton,  Laventhol  &  Horwalh,  McGiadrey  &  PuUen, 
Pannell  Kerr  Forster,  and  BDO  Seidman.  Laventhol  &  Horwath  and  Pannell  Kerr  Forster  declared 
bankruptcy  in  1990  and  1993,  respectively.  Together  these  large  firms  audit  over  90  jjercent  of  publicly 
traded  companies  {see.  e.g..  Who  Audits  America  (1992)). 

^The  sample  is  taken  from  my  data-base  that  currently  consists  of  about  1,050  observations  involving 
allegations  of  audit  failure  from  1960  through  1994  against  the  largest  audit  firms.  I  obtained  information 
for  all  observations  in  my  data-base  from  a  variety  of  sources  including  the  following'  The  Wall  Street 
Journal  (1960-1994)  and  other  national  and  regional  business  and  accounting  newspapers  and 
penodicals.  Mead  Data's  L£A75  (1960-1994)  and  NAARS  systems,  SEC  Accounting  Senes  Releases  and 
Accounting  and  Auditing  Enforcement  Releases.  Class  Action  Reports.  Securities  Class  Action  Alert, 
various  studies  of  accountants'  liability  and  auditor  litigation,  correspondence  with  various  federal  and 
state  courts,  and  the  Integrated  Federal  Courts  Data  Base  maintained  by  the  Administrative  OCBce  of  the 
U.  S.  Courts  and  distributed  by  the  Inter-University  Consortium  for  Political  and  Social  Research  at  Ann 
Arbor,  Michigan. 

^Thus.  one  observation  can  consist  of  numerous  legal  actions  by  different  plaintifEs  in  different  courts 
(both  state  and  federal).  For  example,  one  observation  involving  MiniScribe  with  (hoopers  &  Lybrand  as 
auditor  has  over  two  dozen  legal  actions  in  various  courts  (not  all  of  these  actions  are  consolidated).  The 
important  point  is  that  the  auditor  defendant  remains  the  same  throughout  the  actions.  Eleven 
observations  involve  more  than  one  audit  firm  as  defendant  because  clients  changed  auditors  or  used 
different  auditors  for  affiliates. 

"Of  the  1,050  observations  in  my  data-base.  488  have  some  outcome  information  Those  without  outcome 
information  consist  of  both  open  cases  and  closed  cases  for  which  I  have  been  unable  to  acquire  any 
relevant  information  through  my  sources,  supra  note  22.  The  488  observations  with  some  outcome 
information  are  reduced  to  the  227  observations  in  this  study  because  resolution  information  is  in  ^me 
senses  incomplete.  Incomplete  information  occurs  because  auditor  payment  amounts  are  indeterminate. 
Auditor  payments  can  be,  for  example,  the  subject  of  a  protective  court  order.  In  addition,  total  outcomes 
are  incomplete  because  I  am  missing  the  amounts  paid  by  non-auditor  defendants  or  I  am  unable  to  value 
contributed  assets  (e.g.,  securities  and  real  estate).  Finally,  the  227  observations  exclude  audits  of  financial 
institutions  covered  by  recent  large  global  settlements  between  the  federal  govenunent  and  Arthur 
Andersen  &  Co.,  Deloitte  &  Touche,  and  Ernst  &  Young,  an  allocation  of  these  settlements  to  specific 
audit  clients  is,  for  the  most  part,  unavailable. 

A  recent  U  S.  Supreme  Court  decision  restricted  the  applicability  of  RICO  to  accountants.  See  Reves  v. 
Ernst  &  Young,  1 13  S  Q   1 163  (US  Mar  3,  1993) 

^*See.  e.g..  Eric  R.  Cromartie,  Theories  of  Secondary  Liability,  ALI-ABA  COURSE  OF  STUDY  ON 
ACCOUNTANTS'  LIABILITY  195  (1994),  R.  James  Gormley,  THE  LAW  OF  ACCOUNTANTS  AND 
AUDITORS  (1981)  at  10-1. 


552 


^^  See,  e.g..  Class  Action  Complaint,  Hopfer  v  Computer  <t  Communications  Technology  Corp.,  el  al.. 
No  86-2351  (S.D.  Cal). 

^'  Irr^ulaiities  is  an  auditing  term  meaning  intentional  omissions  or  misstatements  of  the  financial 
statements.  Irregularities  include  management  fraud,  illegal  acts  by  management  and  employees,  and 
deCalcations  (diversions  of  assets).  For  the  sample  cases,  the  presence  of  irregularities  was  determined  by 
(1)  SEC  or  other  regulatory  agency  enforcement  action  against  the  company,  numagement.  and/or 
independent  auditors  regarding  financial  reporting  issues;  (2)  criminal  indictments  or  convictions  of 
management,  employees,  and/or  auditors  for  fraudulent  financial  reporting  or  defalcations;  or  (3)  internal 
investigations  by  the  company  reporting  the  existence  of  management  fraud,  illegal  acts,  or  de£alcations. 

"These  dismissal  rates  appear  higher  than  rates  in  other  studies.  Romano,  supra  note  1 8,  does  not 
compute  a  rale.  However,  based  on  information  in  her  study,  the  rate  looks  to  be  greater  than  12%.  This 
estimated  rate  is  not  directly  comparable  because  litigation  that  might  involve  auditors  is  just  one  of  the 
five  types  of  shareholder  litigation  included  in  her  study.  O'Brien  and  Hodges  report  a  rate  of  10%  for 
cases  dismissed  and  withdrawn.  Less  than  25%  of  their  securities  class  actions  sample  appears  to  involve 
auditors  as  defendants.  See  Vincent  E  O'Brien  and  Richard  W.  Hodges.  A  Study  of  Class  Action 
Securities  Fraud  Cases  1988-1993,  Law  and  Economics  Consulting  Group,  Inc  and  Optimal  Economics 
(1993)  at  1-5  In  a  study  by  Dunbar  and  Juneja,  it  appears  that  the  dismissal  rate  is  about  14%  for  security 
class  actions  resolved  from  July  1991  through  June  1993.  A  small  number  of  these  actions  seem  to  have 
auditors  as  defendants  See  Frederick  C.  Dunbar  and  Vinita  M  Juneja,  Recent  Trends  II:  What  Explains 
Settlements  in  Shareholder  Class  Actions? ,  National  Economic  Research  Associates,  Inc..  (Oct.  1993). 

"This  rate  is  only  slightly  higher  than  the  estimated  auditor  dismissal  rate  of  44%  using  the  488 
observations  from  my  data-base,  supra  note  24. 

"Three  of  the  12  observations  involve  auditor  payments  to  avoid  litigation.  For  these  3  observations,  I 
found  no  evidence  of  either  payments  by  others  to  avoid  litigation  or  litigation  against  non-auditor 
defendants. 

"  Discovery  and  trial  are  two  processes  significantly  affecting  defense  costs  One  published  legal  opinion 
for  a  secunties  action  reveals  that  plaintifiEs'  lawyers  spent  the  majonty  of  their  time  (about  55%)  on 
discovery  See  Rothfarb  v.  Hambrecht.  649  F.  Supp  183.  207  (N  D  Cal   1986)  In  this  study,  however, 
the  extent  of  the  discovery  could  not  be  determined.  I  separately  report  trials 

''  Observations  classified  as  tried  can  have  just  one  tried  action;  the  reported  amounts  are  an  aggregate  of 
all  actions  against  auditors.  Outcome  amounts  for  tried  actions  can  be  from  appeals  or  from  settlements 
between  auditors  and  plaintifiEs  subsequent  to  verdicts.  Finally,  for  more  representative  evidence  on 
auditors'  trial  rates  and  outcomes  see  Palmrose.  supra  note  11.  Auditors'  success  rate  at  trial  should  not 
be  used  to  infer  anything  about  trial  bias.  The  success  rate  is  consistent,  for  example,  with  the  existence  of 
reputation  effects,  so  that  cases  selected  for  trial  to  verdict  tend  to  favor  defendant  auditors  {see  Priest  and 
Klein,  supra  note  13). 

^The  reported  resolution  times  exclude  any  time  spent  by  auditors  requesting  that  courts  grant  them  costs 
from  plaintiffs  (or  time  spent  in  the  appeal  of  such  requests). 

''  Still.  I  realize  that  some  will  quibble  with  my  approach  to  defining  ^»«ak  claims  and  will  find  the 
evidence  on  disposition  times  unconvincing  Regarding  the  latter,  an  average  of  4.3  years  to  dispose  of 
cases  via  summary  judgment,  on  the  one  hand,  may  reflect  a  costly  disposition  process,  including  appeals, 
because  summary  judgment  is  difficult  to  obtain  for  even  weak  cases  On  the  other  hand,  an  average  of  4.3 
years  may  indicate  that  plaintiffs'  arguments  regarding  auditor  defendants  are  meritorious  enough  for 
courts  to  allow  some  discovery  before  granting  summary  judgment 
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**  Anecdoul  evidence  reinforces  the  significance  of  defense  costs  to  public  accounting  firms.  For  example, 
a  Laventhol  &  Horwaih  study  found  thai  80%  of  the  firm's  legal  cases  had  been  settled  for  nuisance  value 
or  less  Afler  the  Laventhol  &  Horwath  bankruptcy  (supra  note  21),  the  firm's  former  CEO  said  "li]t 
wasn't  the  litigation  we  could  lose  that  was  the  problem  It  was  the  cost  of  winning  that  caused  the 
greatest  part  of  our  finanaal  distress  "  See  Looking  Back,  PUBLIC  ACCOUNT.  REP..  1991  Supplement, 
at  2. 

"  Proposals  tend  to  keep  joint  and  several  liability  for  fiaud.  Under  S.  1976,  supra  note  5.  for  example,  the 
various  circumstances  where  liability  would  remain  joint  and  several  include  for  defendants  who  are 
primary  wrongdoers,  who  substantially  assist  primary  wrongdoers,  or  who  knowingly  engage  in 
fiaudulent  activity. 

"Or  entrepreneurial  anomeys'  calculations  See  John  C.  Coffee.  Jr.,  Understanding  the  Plaintijfs 
Attorney:  The  Implications  of  Economic  Theory  for  Private  Enforcement  of  Law  Through  Class  and 
Derivative  Actions.  86  COLUM.  L.  REV.  669  (1986). 

"5ee,  eg  .  Priest  and  Klein,  supra  note  13. 

**5ee,  eg ,  S.  1976,  supra  note  5.  and  discussion  thereof  at  note  37. 

"  Litigation  observed  after  enactment  of  legislation  may  not  be  disposed  of  in  less  time  (at  lower  defense 
costs)  or  at  lower  defense  payment  amounts  when  compared  with  auditor  litigation  prior  to  legislative 
changes  The  reason  is  that  legislation,  if  successful  in  eliminating  weak  claims  fi-om  being  filed,  leaves 
only  close  and  strong  cases  as  observed  litigation. 

*^  Timing  is  important  because  to  the  extent  that  legal  costs  are  incurred  up  to  the  time  of  settlement 
decisions  plaintiff  demands  are  pushed  up  and  defendant  offers  down.  Legal  costs  not  yet  incurred  but 
expected  if  litigation  continues  have  the  opposite  effect  (i  e  .  push  demands  down  and  offers  up)  For  some 
discussion  of  strategic  models,  see.  eg.,  Robert  D  Cooler  and  Daniel  L.  Rubinfeld,  Economic  Analysis  of 
Legal  Disputes  and  Their  Resolution,  27  J.  ECON.  LITERATURE  1067  (1989). 

*'  Comments  by  noted  plaintiff  anomey  William  S.  Lerach  reveal  that  "a  natural  reaction  to  the 
increasingly  chilly  reception  many  class  actions  are  receiving  in  the  federal  courts  has  been  for  more  of 
such  cases  to  end  up  in  state  courts".  William  S  Lerach  (with  the  assistance  of  Steven  W.  Pepich), 
Securities  Class  Actions  and  Derivative  Litigation  Involving  Public  Companies:  A  Plaintiffs  Perspective, 
quoted  in  Jerome  M.  Congress,  Class  Actions  in  Securities  Cases.  ALI-ABA  Course  of  Study  Materials: 
Accountants'  Liability  387,  413-14  (1991).  State  laws  vary.  However,  the  joint  and  several  liability  reform 
movement  extends  to  the  state  level.  Recent  state  reforms  include  Illinois  legislation  eliminating  joint  and 
several  liability  in  negligence  cases  where  the  CPA  is  found  to  be  less  than  25%  responsible  for  the  total 
damages  suffered  by  a  plaintiff  The  legislation  also  bars  recovery  by  a  plaintiff  more  than  50% 
responsible  for  total  damages.  See.  e.g..  Illinois  Law  to  Limit  Suits,  The  CPA  Letter,  July- Aug.  1992,  at  1. 

**  For  example,  courts  currently  are  reluctant  to  invoke  existing  provisions  for  imposing  costs  on  plaintiffs 
(eg,  under  Section  1 1  of  the  Securities  Act  of  1933,  for  fiivolous  actions,  and  under  Section  54  of  the 
Federal  Rules  of  Civil  Procedure,  to  the  prevailing  party)  Apparently,  this  reluctance  is  attributed,  in  part, 
to  the  tiimng  of  defendant  requests  Requests  occur  after  litigation  is  concluded,  when  the  court's 
memories  of  and  enthusiasm  for  the  case  have  long  since  dimmed. 

*'5upranote8. 

*^See,  e.g.,  E>iaiia  B.  Henriques,  Towers  Investors  Try  Aggressive  New  Legal  Tack,  THE  N.  Y.  TIMES, 
June  20,  1 994,  at  C 1 ;  Rick  Telbetg,  Top  Court 's  Ruling  Rocks  Profession:  Cheers.  Then  Worries.  After 
Decision  on  Securities  Lawsuits.  ACCOUNT.  TODAY.  May  2.  1994.  at  1. 
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Table  1 


Selected  Characteristics 
Sample  Partitioned  by  Type  of  Claim 


1934  Act 

Other 

ToUl 

Claims 

Claims 

A.   Avpr^gs 

(n=227) 

(n  =  l$9) 

(n=5?) 

Toul  Defense  Payments 
(Inflation-Adjusted  to  1994 
Dollars  in  Millions) 

$23.11 

$26.00 

$14.66 

Auditor's  Payments 
(Inflation- Adjusted  to  1994 
Dollars  in  Millions) 

$4.60 

$4.71 

$4.27 

Auditors'  Percenuge 
Contribution 

21% 

17% 

33% 

B.   Frequencies 

Public  Clients 

71% 

82% 

38% 

Client  Bankrupay 

58% 

57% 

62% 

Irregularities 

38% 

40% 

31% 

Resolved  1985  or  later 

66% 

60% 

81% 

Auditor  Joint  Defendant 

88% 

98% 

59% 

SEC  Enforcement  Action 

8% 

10% 

4% 

Against  Audit  Firm  and/or 
Members  of  Audit  Firm 


NYSE-ASE  Clients 


34% 


41% 


14% 
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Recent  Trends  H: 

What  Explains  Settlements  in 

Shareholder  Class  Actions? 

by 
Frederick  C.  Dunbar  &  VInita  M.  Juneja 

We  have  updated  and  expanded  our  earlier  study  on  recent  settlement  trends  in  securities  class 
actions. 


We  found  that: 


average  settlements  and  attorney  fees  from  July  1992  through  June  1993  were 
down  from  the  previous  twelve  months.  The  average  settlement  from  July 
1992  through  June  1993  was  S7.36  million  and  average  attorney  fees  were 
$2.12  million.  During  the  previous  year,  the  figures  were  $10.33  million 
and  $2.85  million,  respectively. 

over  the  past  two  years,  the  ratio  of  settlement  value  to  investor  losses 
averaged  7  percent. 

a  disproportionately  large  number  of  securities  class  action  settlements 
continue  to  be  suiu  filed  against  high-technology  firms. 

cases  with  higher  investor  losses  and  higher  plaintiffs'  damage  estimates  have 
higher  settlements.  However,  settlements  do  not  increase  proportionately 
with  either  investor  losses  or  plaintiffs'  damage  estimates.   As  an  example, 

lie  ra 
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consider  two  cases  that  are  similar  except  that  one  has  twice  the  investor  loss 
of  the  other  (e.g..  $200  million  versus  $100  million).  Our  analysis  shows 
that  the  expected  settlement  in  the  former  case  is  roughly  50  percent  higher 
than  in  the  latter:  aiMut  $7.5  million  versus  S5  million.  The  diminishing 
marginal  effect  of  investor  losses  on  settlements  is  consistent  with  the  idea 
that  settlement  values  are  constrained  by  a  firm's  assets  and  insurance 
coverage,  which  are  of  course  limited. 

inclusion  of  law  firms,  accounting  firms  or  underwriters  as  codefendants  adds 
over  SO  percent  to  the  expected  settlement  value  of  a  shareholder  class 
action.  This  finding  ii  again  consistent  with  the  notion  that  available  assets, 
including  insurance,  are  a  major  Cactor  in  explaining  settlements. 

two  factors  that,  at  least  in  theory,  are  indicative  of  the  merits  of  the  case  do 
not  have  a  statistically  significant  effect  on  settlement  size.  These 
insignificant  factors  are: 

(1)  The  presence  or  absence  of  a  security  offering  during  the  class  period. 
An  offering  creates  the  potential  of  Section  11  liability,  which  carries 
an  easier  burden  of  proof  for  plaintiffs  than  more  common  Rule  lOb-S 
actions.  Therefore,  an  offering  should  help  plaintiffs  obtain  higher 
settlement  values.  However,  we  did  not  find  this  to  be  true. 

(2)  A  governmental  agency  investigation,  either  ongoing  or  with  an  adverse 
outcome.  An  investigation  by  the  Dqaitment  of  Justice,  for  example, 
could  increase  the  jury  appeal  of  plaintiffs'  claims  and  thus  force 
higher  settlement  values.  We  did  not  find  such  an  effect  on  settlement 
values. 

bank  cases  over  the  past  two  years  settled  for  less,  on  average,  than  cases 
against  firms  in  other  industries.  This  result  accords  with  the  commonly  held 
view  that  most  loan  loss  reserve  cases  are  based  on  a  weak  theory  of 

lie  ra 


562 


-Ill- 


liability— one  that  would  have  bank  officen  be  liable  for  soft  forecasts. 
However,  these  bank  cases  wer^  brought  in  circuits  where  settlement  values 
are  generally  lower  than  average.  When  we  consider  this  factor,  the  lower 
average  settlement  value  in  bank  cases  is  no  longer  statistically  significant. 

presence  or  absence  of  law  firms,  accounting  firms  or  underwriters  as 
codefendants  and  size  of  either  investor  loss  or  plaintiffs'  damage  estitnate 
together  explain  a  substantial  amount  of  the  variation  in  class  action 
settlement  values.  The  as-yet  unexplained  variation  may  be  due  to 
factors— possibly  merit-related— not  easily  measured. 
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I.  Background  and  Purpose 

Last  year,  NERA  conducted  a  descriptive  analysis  of  recent  trends  in  securities 
class  action  settlements.  We  publicized  this  research  largely  to  inform  risk  managers,  academics 
and  other  interested  parties  who  are  embroiled  in  the  debate  over  litigation  reform.  The  main 
issue  in  the  current  debate  is  whether  there  are  a  significant  number  of  meritless  shareholder 
class  actions.  Those  seeking  reform  argue  that  these  lawsuits  are  brought  when  there  is  a  large 
stock  price  drop  and  not  because  there  is  any  indication  of  fraud.  To  support  their  position,  they 
rely  on,  among  other  findings,  that  most  of  these  suits  settle  rather  than  go  to  trial.  They 
contend,  further,  that  settlements  do  not  reflect  merits.  Those  defending  the  status  quo  point  to 
the  large  amount  of  total  recoveries  that  plaintiffs'  attorneys  have  tnade  for  shareholders,  much 
more  than  could  have  been  recovered  by  federal  agencies  whose  budgets  are  too  small  to 
investigate  all  the  potential  complaints.  They  also  dispute  the  contention  that  the  menu  are 
unimportant. 

From  the  data  in  last  year's  monograph,  we  could  not  conclude  that  the  menu 
of  a  case  were  irrelevant  in  explaining  settlemenU— contrary  to  findings  of  other  studies,  which 
are  often  relied  upon  by  advocates  for  reform.  Alternatively,  we  found  anomalies— such  as  a 
disproportionate  number  of  suiu  against  high  tech  firms— that  suggested  that  plaintiffs  sometimes 
recover  damages  when  innocent  stock  price  volatility,  rather  than  fraud,  causes  the  stock  price 
to  M. 

Since  then,  the  debate  over  statutory  reform  has  intensified.  Coalitions  of 
corporations  and  accounting  firms  have  been  formed  to  lobby  for  laws  that  would  prevent 
frivolous  lawsuiu.  The  Securities  Subcommittee  of  the  U.S.  Senate  Committee  on  Banking, 
Housing  and  Urban  AfEurs  has  held  bearings  on  the  issue.  Testimony,  statemenu  and  letters 
have  been  submitted  by  lawyers  for  plaintiffs  and  defendanu  in  securities  class  actions,  and  by 
accountanu,  claims  administrators,  expert  witnesses,  and  corporate  defeodanU.  Still,  there  is 
no  undisputed  answer  to  the  key  question  of  whether  and  to  what  extent  the  menu  matter. 

This  study  differs  from  our  earlier  analysis  in  four  ways: 
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(1)  we  have  updated  our  database  to  include  cases  from  an  additional  year 
and  have  included  cases  from  sources  other  than  Securities  Class  Action 
Alerr, 

(2)  with  the  addidonal  data,  we  have  been  able  to  use  statistical  techniques 
to  test  specific  hypotheses; 

(3)  we  have  added  new  variables  to  attempt  to  explain  the  size  of 
settlements; 

(4)  we  have  provided  summary  information  on  damages  claimed  by 
plaintiffs. 

The  data  allow  us  to  determine: 

(1)  whether  variables  presumably  related  to  meht  have  a  statistically 
significant  effect  on  settlement  values;  and 

(2)  whether  variables  presumably  related  to  other  factors  (such  as 
availability  of  insurance  assets,  inherent  volatility  of  the  stock  and  dicuit 
in  which  the  suit  was  brought)  can  explain  case  disposition. 

n.     Descriptive  Analysis  of  Case  Dispositions 

A.  Data 

Securities  Class  Action  Alert  is  the  primary  source  of  our  data  on  case  names, 
defendants,  district  courts,  class  periods,  settlement  amounts  and  plaintiffs'  attorney  fee  awards. 
We  supplemented  this  source  with  a  computer  search  of  the  Daw  Jones  Newswire,  as  well  as 
with  stories  from  The  Wall  Street  Journal  and  The  New  York  Times.  To  estimate  investor  losses, 
we  used  daily  price  and  volume  figures  and  monthly  shares  outstanding  numbers  obtained  from 
two  computerized  data  services,  FactSet  Data  Systems  and  Interactive  Data  Coiporatioa.  The 
specific  criteria  used  to  include  cases  in  this  study  or  in  any  of  the  tabulations  are  explained  in 
the  Notes  and  Sources  to  the  tables.  In  general,  we  attempted  to  create  and  use  the  largest 
sample  for  which  we  could  obtain  the  dau  necessary  to  perform  the  satistical  tests  of  interest. 

B.  Settlement  Trends 

In  Table  I,  we  summarize  class  action  case  disposition  from  July  1991  through 
June  1993,  presenting  information  on  number  of  settlements,  disnussals  and  judgments.  Table  1 
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indicates  that  diamissala  ai  a  peroenc  of  all  rqwrted  dispositioiu  are  up  about  3  percent  in  the 
latest  year  ^uly  1992  through  June  1993)  frein  the  prior  year.  This  increase  nuy  have  occurred 
because  more  cases  are  being  ditmito^  or  because  more  dismissals  are  being  reported.  In 
general,  we  observe  that  either  the  number  of  case  diqwsittona  has  increased  or  there  has  been 
an  increase  in  the  number  of  dispositions  reported,  particularly  with  respect  to  judgments  and 

dismissals. 

In  Table  2,  average  setdement  value,  total  value  of  settlements  and  average 
plainiifEs'  attorney  fee  data  are  presented.  Note  that: 

(1)  Average  and  median  settlement  values  are  down  from  the  phor  year,  as 
we  had  predicted  would  happen  in  last  years'  Recent  Trends  monogiaph; 

(2)  Hie  average  attorney  fee  award  has  fillen  u  well.'  This  trend  is  also 
in  line  with  our  expectations,  since  these  fees  are  often  awarded  as  a 
percent  of  the  settlement 

While  the  average  and  total  values  of  the  settlements  £com  July  1992  through  June  1993  may  be 
down  from  the  phor  year,  the  average  settlement  value  remains  higher  than  pre- July  1991 
historical  averages.^ 

C.     Settlements  as  a  Proportioa  of  Investor  Locses 

Table  3  narrows  our  focus  to  those  cases  where  the  only  plaintifh  are 
purchasers  of  common  stock.  Investor  losses  are  computed  in  a  manner  similar  to  the  approach 
sometimes  used  by  plaintiffs  in  computing  damages.'    Briefly  stated,  loss  is  measured  relative 


Sat  Notet  ud  Sourm,  Note  6. 
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S«e  Vlaceat  E.  O'Biiea  tad  Richud  W.  HodfM,  *A  Study  of  dus  Actios  Secttiitie*  Fnnd  Cascf.*  1991. 
Nola  that  ihmv  m^hrm  nse  u  additioaal  oewaleSBr  to  determiae  ibe  muabcr  of  catot— Hou  AaioH 
Rtpom,  pablUhad  by  data  Aetioa  Repom,  Inc.,  Wuhin|toa.  D.C. 

See.  for  «gumplo,  CoiurolData  Corporation  SeeuritUt  IMtatUm,  116  P.R.D.  216  (8th  Cir.  1986);  In  Re: 
tof  Je»MUn  SsatritUt  LUtatiMV  tad  /«  Xc-  Coaud  Sola.  lite.  It  ihoold  bo  ooted  that  this  tpprouh 
to  daiiu(0  ectimatioa  in  lOb-S  tad  Section  11  lecohtiet  eltu  tctioa  nht  eta  geaente  highly  bitted 
tetultt.  It  is  iactistbU  of  detwmiainf  how  much  of  Investor  loss  is  due  to  the  alleged  frtud  tad  how  much 
ti  due  to  other  ftctots,  suA  u  the  iBhertot  volatility  of  the  defendant's  stock  price  or  idiosyncratic  evenu 
affecting  the  firms  in  the  index.  Note  that  in  »oa»e  of  the  liierMure.  there  is  a  cooiiision  between  allowable 
market  lou  u  used  by  claims  adainistnton  and  investors  loa  u  we  ctlcuitte  h.  These  metsuret  tre  not 
necessarily  equivalent.    If  tllowtble  lou  does  not  control  for  market  movements,  it  may  be  bigger  or 
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to  what  a  class  member  would  have  earned  with  an  investment  in  an  S&P  SOO  Index/  This 
approach  attaches  an  estimate  of  investor  loss  to  the  purchases  made  on  each  day  during  the  class 
period.  For  shares  bought  during  the  class  period  and  held  through  to  the  end,  the  loss  per 
dollar  invested  equals  the  return  on  the  defendant's  stock  from  the  date  of  purchase  to  just  after 
the  class  period  ends  minus  the  return  on  an  investment  in  the  index.  For  shares  bought  and 
sold  during  the  class  period,  the  loss  per  dollar  equals  the  return  on  the  defendant's  stock  from 
the  date  of  purchase  to  the  date  of  sale  minus  the  return  on  an  investment  in  the  index.  The 
number  of  shares  bought  on  any  given  day  during  the  class  period  and  either  sold  on  any  given 
subsequent  day  during  the  class  period  or  held  to  the  end  of  the  class  period  is  estimated  using 
the  proportional  decay  model  developed  by  John  Torkelsen,  an  expert  witness  often  used  by 
plaintiffs'  attorneys. 

The  average  settlement  in  cases  for  which  investor  losses  could  be  calculated 
was  lower  than  the  average  settlemena  for  any  broader  sample  but  average  settlements  in  the 
smaller  sample  were  still  down  from  the  prior  year.  The  average  ratio  of  settlement  to  investor 
loss  was  7  percent  ovtr  the  past  two  yean.  This  average  results  fiom  a  6  percent  ratio  last  year 
and  an  8  percent  ratio  the  prior  year.  The  median  of  this  ratio  was  5  percent  over  the  past  two 
years.  The  ratio  of  total  settlements  to  total  investor  losses  wu  just  3  percent  This  figure  is 
lower  than  the  average  ratio  because  a  few  large  cases  have  settlements  that  are  very  small 
percentages  of  investor  losses. 

Figures  1  and  3  indicate  that  settlement  values  increase  less  than 
proportionately  with  investor  losses.  In  Section  HI,  we  examine  this  relationship  using  rigorous 
statistical  analysis. 


'(...continiMd) 

smaller  ihaa  invMtor  Ion.   If  allowtbU  lou  i*  •  lingla  dollar  amovai  per  there,  it  can  also  be  difTereat 
from  investor  lou. 

*  In  pnctice,  this  index  is  sooMtiniet  adjnsted  by  the  defendant  Arm's  beta  or  replaced  with  an  index  specific 
to  the  industry  (e.g.,  the  Hambrecht  and  Quist  Technology  Index).  Neitber  of  these  refinwnentt  affectt 
the  criticism  of  the  approach  noted  in  fbotnott  3  above.  Also,  the  proportional  decay  model  it  typically 
adjusted  by  plaintiib  with  institutional  holdings  (SEC  Form  13F  filen),  insider  transactiont  and  holdings 
(SEC  Forms  3  and  4  filers)  and  tbarefaoldert  with  five  percent  ownership  of  the  outstanding  stock  (SEC 
Form  13D  and  13G  filen). 

lie  ra 


567 


D.  PlaintifCs*  Attorney  Fees 

In  Table  4,  we  present  the  fees  (or  fees  and  expenses)  allocated  to  attorneys. 
Not  much  here  has  changed  firom  last  year,  despite  the  efforts  of  some  judges.  Regardless  of 
case  size,  fees  average  about  31  percent  of  the  settlement  Fees  to  plaindffs'  attorneys  Qn  cases 
where  fees  could  be  separated  from  expenses)  totalled  $327  million.  If  either  fees  and  expenses 
were  lumped  together  or  both  were  reported,  they  are  presented  in  the  bottom  half  of  Table  4. 
The  total  fees  and  expenses  (in  contrast  to  fees  alone)  decline  as  a  percent  of  settlement  values 
when  settlement  value  exceeds  $50  million.  This  suggests  that  expenses  may  be  relatively 
ind^endent  of  size  of  settlement;  that  is,  a  case  with  a  larger  setdement  accumulates  about  the 
same  expenses  as  a  smaller  case. 

E.  Settlements  by  Defendants'  Prioiary  Industry 

As  is  apparent  firom  Table  S,  high-technology  companies  are  a  nu^or  focus  of 
securities  fraud  class  actions.  Almost  one-third  of  the  settlements  come  from  this  sector. 
Commercial  bank  case  settlements  loom  much  larger  from  July  1992  through  June  1993  than  in 
the  prior  year.  Over  the  past  year,  almost  one-fifth  of  the  settlements  involved  commercial 
banks.  However,  there  are  fewer  bank  dismissals  than  in  the  other  industry  categories,  evident 
in  Table  8.  Attorney  fees  are  slightly  less  than  average  for  the  finance  and  insurance  industry 
category— see  Table  7. 

While  simple  descriptive  statistics  suggest  a  difDerence  in  the  ratio  of  settlement 
value  to  investor  losses  by  industry,  further  statistical  analysis  is  needed  to  discern  if  this 
difference  is  significant.  We  perform  this  analysis  in  Section  m. 

F.  Hie  Inflnence  of  Ctrcaits  in  Which  Suits  are  FQed 

There  is  a  question  u  to  whether  some  circuits  £ivor  defendant  or  plaintiff 
because  of  either  judicial  philosophy  or  experience.  In  Table  6,  we  examine  the  data  by  circuit 
court  The  largest  number  of  cases  have  been  settled  in  the  Ninth  Grcuit,  which  is  to  be 
expected  since  many  high-technology  companies  axe  based  in  its  jurisdiction.  The  Second 
Circuit  has  the  next  highest  number  of  cases  settled,  but  less  than  half  the  number  of  the  Ninth. 
The  Ninth  Circuit  as  it  did  last  year,  seems  to  have  the  most  experience  in  die  adjudication  of 
securities  disputes. 
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Average  settlemenu  in  the  Pint  Circuit  appear  to  be  fairiy  small  in  both 
Tables  6  and  7.  However,  the  settlement  values  as  a  percent  of  Investor  losses  are  not  widely 
dispersed  in  Table  6,  and  Table  7  shows  that  plaintiffs'  attorney  fees  do  not  vary  much  across 
circuits.  Table  9  indicates  that  more  judgments  take  place  in  the  Third  and  Ninth  Circuit  than 
elsewhere— and  most  judgments  are  in  £avor  of  plaintiff.  In  Table  8,  we  see  that  dismissals  are 
highest  in  the  First  and  Seventh  Circuits  when  one  takes  into  account  the  number  of  cases  (from 
Table  7).  Otherwise,  there  is  no  clear  pattern  after  excluding  those  circtiits  that  have  disposed 
of  very  few  cases. 

G.     Type  of  Secnrity  Affected  by  Alleged  FVaad 

Settlement  values  are  higher  in  cases  involving  more  than  one  kind  of  security. 
They  axe  considerably  higher  in  cases  involving  bonds  and  options;  but  warrants  add  much  less 
(see  Table  10).  This  pattern  is  to  be  expected  since  these  securities  add  to  the  investor  losses 
and  the  potential  damage  exposure  to  the  defendant 

H.     Settlements  by  Type  of  Codefeodant 

Defendants  other  than  the  corporation  and  its  ofGcen  and  directors  are  named 
in  many  cases.  For  example,  underwriters  are  defendants  in  about  one-fifth  of  the  reported 
settlements  (see  Table  II).  Underwiiten  were  more  likely  to  be  named  codefendants  in  those 
cases  which  settled  between  July  1992  and  June  1993  than  those  which  settled  in  the  prior  year. 
From  July  1992  through  June  1993,  when  an  advisor  defendant  is  named,  average  settlement 
values  are  higher.  The  same  holds  true  for  cases  with  underwriter  advisor  codefendants  from 
July  1991  through  June  1992.  These  observations  are  consistent  with  the  hypothesis  that 
settlement  values  are  higher  when  more  deep  pockets  are  involved.  To  verify  this,  however, 
we  need  to  control  for  other  fiuton  that  may  affect  the  settlement  value,  which  we  have  done 
and  explained  in  Section  m. 

L       Scttlcincnts  and  Security  Offerings  During  the  Class  Period 

The  presence  of  a  security  offering  during  the  class  pehod  is  a  proxy  for  a 
Section  II  count  in  the  allegations  against  the  defendants.  Since  liability  is  easier  to  prove  in 
Section  1 1  cases  than  in  idb-S  cases  (rule  lOb-S  usually  requires  scienter  or  gross  negligence 
whereas  Section  II  does  not),  and  damages  include  purchases  firom  both  offerings  and  the  open 
market,  we  woiild  expect  higher  settiement  values  in  cases  with  offerings.  The  data  in  Table  12 
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do  not  allow  lu  to  conclude  that  the  presence  of  an  offering  increases  settlement  value.    The 
average  settlement  values  for  the  two  groups  are  very  close.    Further  statistical  analysis  is 
performed  in  Section  lU  to  determine  whether  offerings  do  indeed  matter. 
J.      Vintage  of  Case  and  SeUlement  Value 

Figure  2  reports  settlement  values  by  age  of  case.  The  end  of  the  class  period 
is  used  as  a  proxy  for  the  filing  date.  The  armouncement  of  the  settlement  in  Securities  Class 
Action  Alert  is  used  as  a  proxy  for  the  settlement  date.  We  use  the  difference  between  these  two 
dates  as  a  measure  of  the  age  of  the  case  in  months  and  group  cases  by  their  age  in  years. 

The  settlement  values  in  Figure  2  increase  with  age.  Perhaps  defendants  agree 
to  pay  more  to  settle  as  costs  of  a  defense  mount  and  plaintiffs  pose  a  credible  threat  to  go  to 
trial  and  obtain  a  jury  verdict.  The  data  are  also  consistent  with  the  notion  that  plaintiffs  agree 
to  settle  sooner  when  they  fed  a  case's  value  is  less,  so  only  bigger  cases  have  staying  power. 
In  either  event,  we  need  to  control  for  other  factors  that  may  affect  settlement  value  and  do  so 
in  Section  in. 

K.     PlaintifEs'  Damage  Estimate  Versus  Investor  Losses 

There  has  been  some  commentary  that  investor  losses  bear  little  relation  to 
plaintiffs'  damage  estimates.  One  such  claim  asserts  that  plaintiffs'  damage  estimates  are  about 
27  percent  of  investor  losses.*  However,  the  27  percent  figure  is  obtained  by  dividing  the  sum 
of  plaintiffs'  damages  from  several  cases  by  the  sum  of  investor  losses  for  those  cases.  This 
number  can  be  strongly  affected  if  the  ratio  of  damage  estimate  to  loss  is  low  in  one  case. 
Using  Moore's  sample,  the  average  ratio  of  plaintifb'  damage  estimate  to  investor  loss  is 
S9  percent.  For  a  sample  of  22  cases  for  which  we  had  data  on  both  numben,  the  average  ratio 
is  78  percent  The  total  plaintiffs'  damage  estimates  over  total  investor  losses  for  our  sample 
of  22  cases  is  S7  percent  All  three  ratios  are  much  higher  than  27  percent.  In  any  case, 
investor  loss  is  not  meant  to  duplicate  plainti^'  damages  estimates.  But  settlement  values 
appear  to  increase,  albeit  less  than  proportionately,  with  plaintiffs'  damage  estimates  just  as  they 
appear  to  do  with  investor  losses. 


'     Beverly  C.  Moore.  Jr.,  '\a  Camen,*  Qass  Aaton  Rtporu.  Vol.  16.  No.  2,  .Mareh-April  1993.  p   250. 
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m.    Statistical  Analysis  of  Settlement  Data 

In  the  remainder  of  our  study,  we  estimate  the  determinants  of  settlement  size 
using  statistical  analyses.  We  seek  to  answer  a  number  of  questions  that  have  been  the  subject 
of  debate  or  conjecture  among  practitioners  and  policy  makers,  such  as: 

(1)  Do  settlements  increase  proportionately  with  the  magnitude  of  investor 
losses?  The  dau  described  in  Section  n  and  depicted  in  Figures  1  and 
3  show  that  the  ratio  of  settlement  size  to  investor  losses  declines  as  the 
amount  of  investor  losses  increases.  In  this  section,  we  determine  the 
rate  of  this  decline. 

(2)  Are  settlements  higher  when  codefendants  with  insurance  coverage  are 
part  of  the  settlement?  Table  1 1  discussed  in  Section  n  shows  higher 
average  settlements  in  July  1992  through  June  1993  when  advisors  such 
as  accounting  firms,  law  firms,  and  underwriters  are  named  as 
codefendants.  In  this  section,  we  investigate  whether  this  effect  perils 
when  we  control  for  the  size  of  investor  losses  and  other  factors. 

(3)  Do  the  merits  of  a  case  affect  the  ratio  of  settlement  size  to  investor 
loss?  That  the  merits  do  not  matter  is  a  recurring  theme  in  the 
professional  literature  and  a  hotly  debated  issue  in  the  recent  Senate 
Subcommittee  hearings  on  statutory  reform.  In  this  section,  we  test 
whether  proxies  designed  to  capture  the  degree  of  merit  in  plaintiffs' 
allegations  significantly  affect  settlement  values. 

(4)  Do  settlements  vary,  everything  else  constant,  by  industry  segment  and 
circuit  court?  An  analysis  of  court  dedsionj  shows  that  some  industries, 
such  as  banking,  have  a  history  of  weaker  plaintiffs'  theories  and  that 
some  circuits,  such  as  the  First,  have  been  more  restrictive  in  fmding 
liability.  Since  past  decisions  are  often  reviewed  by  attorneys  as  an 
indicator  of  the  advisability  of  going  to  trial,  the  presence  of  such  factors 
may  affect  settlement  value. 
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(S)  Finally,  do  various  other  factors,  such  as  vintage  of  the  case  and 
payments  to  plaintiffs  in  securities  instead  of  cash,  affect  the  settlement 
amount? 

The  tabulations  in  Section  II  provide  some  clues  about  the  answers  to  these 
questions  but  sometimes  cannot  be  used  to  support  the  fmding  of  a  causal  relationship.  In 
particular,  we  often  observe  that  the  average  settlement  value  in  one  type  of  case  is  higher  than 
the  average  overall.  For  example,  it  was  shown  above  that  settlements  with  additional  insured 
codefendants  are  larger  than  average  in  the  most  recent  year.  However,  this  finding  may  be  a 
result  of  random  up  and  down  movements  in  our  sample— an  explanation  consistent  with  the 
observation  that  this  ame  finding  is  not  true  for  July  1991  through  June  1992.  If  so,  it  would 
be  dangerous  to  generalize  this  finding  to  all  cases.  Alternatively,  we  may  find  that  the 
difference  between  the  two  averages  is  exc^tionally  large  relative  to  the  underlying  variation 
in  the  data.  If  so,  we  can  be  more  comfortable  concluding  that  die  two  types  of  cases  are 
systematically  different. 

Settlements  in  one  category  may  also  appear  higher  than  average  if  we  are  not 
controlling  for  a  variable  that  is  causing  the  difference.  For  instance,  cases  with  advisor 
codefendants  may  appear  to  have  higher  settlemenu  but  these  cases  may  also  have  investor 
losses  that  are  larger  than  average.  Without  f\irther  analysis,  it  would  be  a  mistake  to  conclude 
that  the  presence  of  an  advisor  codefendant  explains  why  some  settlements  are  larger  than 
others.  To  control  for  the  effects  of  a  number  of  variables  simultaneously,  we  use  multiple 
regression  analysis. 

A.      Explalolng  Expected  Size  of  a  Settlement 

Multiple  regression  analysis  is  a  technique  that  can  be  described  as  fitting  a 
curve  through  a  scatter  of  points.*  The  scattei*  of  points  of  interest  are  presented  in  Figure  3. 


*  Thia  dewripdon  of  multipU  ngxestioa  uulytit  is  tomewfaat  timpUfled.  Tbe  lechniqua  is  designed  to  flod 
cotrelations  affloag  varimbtes.  In  a  binary  fbnn  of  regression  analysis,  th*  coiidations  an  simply  between 
two  variables.  In  multiple  regression  inaiysis,  the  technique  allows  us  to  find  the  partial  effect  of  one 
variable  (an  independent  variable)  on  another  (the  dependfnr  variable).  In  the  present  case,  setderaent  size 
is  the  dependent  variable.  Investment  lou  and  the  existence  of  sepantely  insured  codefendants  would  be 
two  potendal  independent  variables.  TTie  regression  analysis  allows  as  Co  estimatt.  fbf  a  given  level  of 
investor  loss,  the  effect  of  the  existence  of  an  insured  codefendant— d»at  is.  the  partial  effect  of  insured 

(continued...) 
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These  three  pages  plot  settlements  and  investor  losses  for  each  of  the  cases  in  our  sample.  A 
first  step  in  our  analysis  is  to  determine  the  sh^  of  the  curve  that  would  best  fit  these  points. 

The  initial  multiple  r^ression  estimates  were  made  using  a  very  flexible 
functional  form  that  could  assume  different  shapes— linear,  U-shapei,  inverted  U-shaped, 
L-sha^,  etc.^  The  data  indicated  that  the  size  of  settlements  increase  as  investor  losses 
increase  (not  surprisingly),  but  that  the  relationship  is  not  linear.  In  particular,  settlements 
increase  with  investor  losses  but  at  a  declining  rate.  That  is,  the  ratio  of  settlement  size  to 
investor  loss  is  lower  in  those  cases  with  high  investor  losses. 

To  quantify  this  effect,  we  estimated  a  simpler  equation  that  performs  as  well 
statistically  as  the  flexible  form  equation.  The  results  are  shown  in  Table  14,  column  (1)  and 
are  depicted  graphically  in  Figure  3.* 

The  coefficient  on  investor  loss  is  roughly  O.S,  which  means  that  a  doubling 
of  investor  loss  is  accompanied  by  only  a  30  percent  increase  in  the  expected  settlement  The 
curves  in  Figure  3  can  help  us  visualize  this  effect  For  example,  the  second  page  of  Figure  3 
shows  that  investor  losses  of  $100  million  are  associated  with  expected  settlements  of  SS  million. 
However,  if  investor  losses  double  to  S200  million,  the  solid  line  increases  to  $7.5  million,  only 
a  SO  percent  increase  in  the  expected  senlement. 


'(...condnued) 

codefeadaati— on  settlement  size.  The  estimate  of  settlement  size  that  is  geaetsted  by  the  technique  for 
any  given  value  of  investor  lou  and  the  existence  of  insured  mdffnvlanfs  is  a  conditioiul  expectation. 
It  is  our  expectation  of  a  settlement  value  conditioned  on  the  specific  values  of  the  independent  variables. 
For  descriptions  of  multiple  teyrMsion  analysts  see  Peter  Ketmedy,  A  Guide  to  Ecoitometria,  Third 
Edition,  The  MTT  Prew,  1993;  Samprit  Cbaitetjee  and  Bertram  Price,  Regression  Analysis  by  Example, 
Second  Edition,  John  Wiley  A.  Sons,  Inc.,  1991;  and  Michael  0.  Fmkelstein  and  Brace  Levis,  Suaistics 
for  Lcswyert,  Springer- Veriag,  1990. 

*  The  form  was  ln(S)-a4-b*IL4'C*(l/IL)4-d*D-ftt  where:  S  >  settlement  value;  IL  -  investor  losses  over 
the  class  period;  D  »  1  if  the  case  has  sdvisor  firm  codefeadants  (accounting  firms,  taw  firms  and 
underwriters)  and  •■  0  otbeiwis*  (an  indicator  variable);  ln(.)  -  the  natural  logarithm  operator;  a,  b,  c 
and  d  >  estimated  coefficients;  u  —  stochastic  term  with  expected  value  equal  to  zero,  constant  variance 
and  uncorrelated  among  observations. 

'  The  form  of  this  equation  is  In(S)«a4>b*ln(IL)-t-c*D-4-tt  whetv  the  variables  are  defined  in  footnote  7. 
This  simplified  equation  is  in  the  fonn  of  logarithms— although  these  are  maihfmatical  operations  that  most 
people  do  not  routinely  encounter  in  daily  life,  the  coeffidenu  on  the  independent  variables  in  Table  14 
nooietfaelets  have  teasoaably  intuitive  explanations. 
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In  Regression  1,  we  also  test  the  effect  of  settlements  involving  named 
codefendants  (which  could  reasonably  be  expected  to  have  additional  insurance).  These 
codefendants  are  accounting  firms,  law  firms  and  underwriten.  We  find  that  expected 
settlements  increase  by  over  SO  percent  when  these  firms  are  also  named.* 

The  t-statistics  on  the  investor  loss  and  advisor  codefendant  variables  are 
significant  at  the  1  and  5  percent  levels,  respectively.'"  (See  column  (2)  in  Table  14  and  the 
accompanying  foomotes.)  That  is,  there  is  only  a  very  remote  probability  that  we  would  have 
found  a  difference  of  the  magnitude  we  observe  in  our  sample  by  chance  alone.  Moreover,  the 
coefficient  on  investor  loss  is  significantly  less  than  one— the  value  that  would  indicate  that 
settlements  increase  proportionately.  Consequendy,  we  have  a  high  degree  of  confidence  in  our 
conclusions. 

These  findings  are  consistent  with  the  theory  that  settlement  size  is  driven  by 
the  ability  to  pay.  Among  the  assets  available  for  settlements  are  the  insurance  covering 
defendant  firms'  officers  and  directors  liability  and  insurance  covering  malpractice  or  errors  and 
omissions  for  the  advisor  firms.  As  investor  losses  mount,  potential  damages  requested  by 
plaintiffs  would  also  increase. "  However,  the  availability  of  insurance  appears  to  constrain 
the  size  of  settlements  for  cases  that  would  have  the  higher  damage  claims." 


*  The  formula  for  dcteraiiniBf  th«  efCeet  of  tfaii  wubl*  in  perceatage  tenu  U  percent >(exp<c)'l)*  100 
where  c  is  the  coefficient  on  the  Indicator  variable  for  whether  an  idvisor  wu  a  oamed  codefendant. 

"   lUa  ii  based  on  a  two-tailed  test  of  ttmistical  rignificanw.   See  Tables,  Notes  and  Sources,  note  IS. 

"  See  Section  m.C.  below  for  a  discussion  of  the  relationshtp  between  damages  and  investor  losses,  as  well 
as  findings  as  to  whether  using  plaJotifEi'  damage  estimate  rather  than  investor  lou  as  an  ind^endent 
variable  afEectt  the  statisticai  findings. 

'^  Note  that  in  many  rale  lOtvS  cases,  insurance  would  not  cover  a  jury  award  even  though  it  would  cover 
a  sealeaeat.  Most  insurance  policies  contain  a  firaud  exclusion.  Since  a  finding  of  liability  usually 
requires  a  findiag  of  scieater,  these  plans  will  not  pay  out  Varioas  authors  have  pointed  out  the  incentive 
effeca  of  this  type  of  underwriting  on  lettleraents.  Not*  that  the  tame  problem  does  not  affect  Section  1 1 
cases  because  b'ability  can  be  found  for  negligence,  which  is  covered  by  insurance.  See  Janet  Cooper 
Alexander,  'Do  the  Meriu  Matter?  A  Study  of  Stllementi  in  Securities  Class  Actions,"  Suuiford  Law 
i^evicw.  Vol.  43.  February  1991.  pp.  497-598. 
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B.      What  Does  Hat  Explain  the  Settlement  Vahies 

One  of  the  most  coatendouj  issues  in  the  stabitoiy  reform  debate  is  over 

whether  the  merits  matter.  We  can  gain  some  insights  into  this  issue  by  seeing  if  cases  that  are 

likely  to  have  a  higher  probability  of  liability  settle  for  more.   First,  we  identify  <^^m  where 

plaintiffs  would  appear  to  have  a  higher  chance  of  winning  and,  second,  we  determine  whether 

these  cases  have  higher  than  average  settlements. 

1.      Hie  Effect  of  Public  Offerings  and  Government  Enforcement  Actions 
on  Settlements 

Although  we  do  not  have  independent  measures  of  the  merits  of  the  various 
cases,  there  are  some  attributes  that  should  be  correlated  with  likelihood  of  a  pro-plaintiff 
verdict.  The  first  of  these  is  whether  the  case  involves  a  security  offering.  If  so,  there  is  the 
potential  for  a  Section  11  claim  in  addition  to  the  more  common  rule  lOb-S  claim."  Section 
11  liability  is  found  if  there  has  been  negligence  in  die  offering  materials.'*  By  contrast,  rtile 
lOb-S  requires  scienter— an  intent  to  deceive  or  defraud.  As  a  result,  plaintifi's  have  an  'r'vvr 
burden  of  proof  for  liability  under  Section  11  than  under  rule  lOb-S,  suggesting  a  verdict  in  their 
favor  is  more  likely. 

Another  potential  indicator  of  merit  is  indq>endent  enforcement  action  by  a 
federal  or  state  agency.  Such  activity,  especially  if  it  results  in  an  order,  an  indictment  or  a 
plea,  may  reinforce  the  claims  in  the  securities  complaint.^' 

The  regression  results  with  these  variables  are  discouraging  for  the  argument 
that  the  merits  matter.  Table  IS  reports  the  results  we  obtain  when  indicator  variables  for  the 
above  conditions  are  included  in  the  regression  equations.  Often  they  have  a  negative  effect, 
contrary  to  the  theory  that  the  merits  matter.  They  are  always  statistically  insignificant 


"  The  infomutlOB  from  SteurUes  Qau  Action  AUm  on  teulemcoti  does  not  tlwiyi  uidlcate  wfcether  a 
Section  11  claim  wm  made  and  sealed.  It  ia  pouible  that  some  offerings  wem  the  subject  of  only  tule 
lOb-5  counts. 

"  This  istumet  the  other  coadidons  for  UabQity  are  alao  met:  namely,  the  public  misrepreseotationa  or 
omissioo*  were  material  and  plaintifEi'  losses  were  caused  by  the  alleged  miistatemeati. 

"  On  the  other  band,  just  because  there  is  an  eaforeenwot  action  or  an  indictment  does  not  mean  there  has 
been  securities  fraud.  Maoagemeat  may  have  been  very  forthcoming  to  the  investing  public  about  the 
matters  being  investigated  and  the  proceu  of  the  investigation.  See,  for  example,  Gtntral  Development 
Corporation  Bond  Litigation.  (91  Cir.  0594)  Memonndum  and  Order,  July  I,  1992. 
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Specifically,  Regression  3  shows  the  effect  of  adding  an  indicator  variable  that 
is  equal  to  one  if  the  case  involves  an  offering.  The  coefficient  is  unexpectedly  negative.  Cases 
involving  offerings  also  typically  have  underwriters  as  named  defendants  and  it  is  difficult  to 
separate  the  two  effects.'*  However,  we  dropped  'Advisor  Was  A  Named  Codefendant*  from 
the  regression  and  as  Regression  4  shows  (also  in  Table  IS),  when  'Potential  Section  11 
Exposure*  is  the  only  one  of  the  two  variables  included,  it  is  still  statistically  insignificant. 

The  enforcement  variable  is  also  statistically  insignificant  and  the  coefficient 
has  a  perverse  sign.  (See  Regression  S  in  Table  15.)  To  see  if  more  severe  enforcement  action 
mattered,  the  cases  were  divided  into  three  levels  (from  simple  investigation  up  to  a  finding  that 
regulations  had  been  violated  or  restitution  had  to  be  paid)  and  three  separate  indicator  variables 
were  derived.  Once  again,  however,  these  factors  did  not  have  the  expected  effects.  (See 
Regression  6  in  Table  15.) 

2.      Settlement  Values  in  Banking  Cases  and  Various  Circuit  Courts 

We  investigated  the  impact  of  industry  segment  data  as  an  additional  test  of 
merit.  Most  complaints  against  banks  over  the  past  few  years  have  been  based  on  a  legal  theory 
that  courts  have  often  found  to  be  more  tenuous  than  others.  Typical  cases  involved  banks  in 
the  Northeast  that  announced  significant  loan  loss  provisions.  The  banks  often  attributed  the 
increase  in  loan  losses  to  a  recent  decline  in  the  regional  economy,  but  their  stock  prices  often 
fell  sharply  and  lawsuits  followed.  Though  the  factual  circumstances  varied  &om  case  to  case, 
plaintiffs  typically  alleged  that  vague  forecasts  and  assurances  by  management  were  material 
misrepresentations  as  such  statements  were  found  to  be  erroneous  at  some  future  date— often  as 
a  result  of  the  recession." 

Table  16  shows  the  results  of  adding  banking  to  the  regressiotu  as  an  indicator 
variable.     In  Regression  7,  the  banking  variable  is  of  the  anticipated  sign  (negative)  and 


"  Thi<  U  known  u  malticoUlaeuity.  If  Mvera  muldeollinearity  U  pretest,  all  that  eaa  be  detenniaed  is  tfae 
sum  of  ttia  affects  of  the  coUisear  variables  and  not  their  indivi^ial  efhctt. 

"  In  disffiiuing  the  complaint  against  Citibank  in  a  loan  loss  reserve  case  the  District  Court  claimed  that 
management's  offense  was  'failing  to  show  'greater  clairvoyance'.*  See  Qresi  v.  Citicorp,  a  aL,  90  Civ. 
3374  (RO),  September  17,  1991  [1991  U.S.  Dist.  LEXIS  16925].  Ouuide  of  baakiag.  the  soft  far«cast 
type  of  case  is  also  relatively  leu  successf^il.  See  Adolph  P.  Kaab.  a  aL  v.  Geixtral  Phyna  Corporation, 
ttaL,  August  26.  1993  [1993  U.S.  App.  LEXIS  21645). 
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marginally  significant.  Taken  by  itself,  this  regression  creates  the  suspicion  that  the  merits  do 
have  an  effect  on  settlement  values. 

There  is,  however,  more  to  the  story:  many  of  the  loan  loss  reserve  cases 
were  brought  in  circuits  where,  regardless  of  the  defendant's  industry,  judges  have  been  only 
luke-wann  to  plaintiffs.  The  Northeast  banks  are  principally  in  Circuits  I  (New  England)  and 
2  (New  York).  Consequently,  the  negative  sign  of  the  banking  variable  may  be  due  to  the  venue 
rather  than  due  to  the  weaker  than  average  legal  theory.  To  test  this.  Regression  8  adds 
indicator  variables  for  all  circuit  courts  except  D.C."  As  can  be  seen,  the  banking  variable 
becomes  insignificant— as  are  all  the  circuit  court  variables. 

Two  conclusions  can  be  drawn.  First,  the  data  do  not  tell  us  that  banking  cases 
necessarily  settle  for  less  than  other  cases.  Second,  although  venue  may  make  a  difference  in 
whether  a  case  will  win  or  lose  on  appeal,  it  does  not  appear  to  make  a  significant  difference 
in  the  value  of  a  case  that  settles. 

As  a  parenthetical  matter,  we  also  tested  whether  high-technology  firms  settle 
for  different  amounts  than  the  average  after  controlling  for  investor  loss.  As  shown  in 
Regressions  9  and  10,  there  is  no  statistically  significant  difference  between  high-tech  firms  and 
other  industry  segments,  a  conclusion  that  holds  with  or  without  controlling  for  the  effects  of 
circuit  court  venue. 

3.      Vintage  and  Noncash  Settlements 

Two  other  &cton,  more  of  interest  to  the  practitioner  than  the  policy-maker, 
are  tested  in  Table  17:  vintage  of  the  case  at  the  time  of  settlement  and  whether  the  settlement 
included  securities  or  was  only  cash.  With  regard  to  vintage,  it  was  shown  in  Figure  2  that  the 
older  the  case  is  at  the  time  of  settling,  the  larger  Ae  settlement  However,  Regression  11 
shows  that  this  is  a  spurious  correlation.  After  controlling  for  the  amount  of  investor  losses  and 
the  presence  of  advisor  codefendants,  the  vintage  variable  loses  its  significance. 

Settlements  which  include  noncash  were  expected  to  be  higher  in  value  to 
compensate  plaintiffs  for  having  to  accept  part  or  all  of  their  award  in  the  form  of  securities 
rather  than  cash.  We  did  not  find  evidence  to  support  this  conclusion,  however.  Regression  12 


"   Tbif  means  that  th«  coafflcienu  oa  the  liulicaior  variebtei  tot  to  Inchiitod  eIreuU  may  be  intetpreted  as  the 
percenuge  difference  in  avenge  tenlenent  in  thai  circuit  relative  to  the  D.C.  Circuit. 
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shows  that  the  expected  value  of  settlements  which  include  noncash  is  indistinguishable  from  the 
value  of  settlements  which  are  all  cash. 

C.  PlaintUIs'  Damages  EsUmatc  vs.  lovestor  Losses:  Docs  It  Matter? 

One  of  the  issues  that  has  come  up  in  the  legislative  hearings  is  that  plaintiffs' 
damage  estimate  is  .often  (though  often  not)  different  from  investor  losses.  This  point  by  itself 
is  not  controversial  but  raises  the  question  of  whether  it  is  better  to  use  a  damage  estimate  rather 
than  investor  losses  as  a  proxy  for  case  size  in  our  regressions.  To  determine  whether 
substituting  damages  for  investor  losses  in  the  above  regressions  changes  our  results,  we  have 
used  a  confidential  dataha^  of  22  settlements  for  wiiich  we  have  actual  plaintiffs'  damage 
estimates.  The  results  are  shown  in  Table  18. 

As  can  be  seen,  regressions  are  very  similar  to  their  counterparts  in  Tables  14 
and  15.  The  earlier  pattern  of  statistical  results  is  repeated.  Variables  indicating  availability  of 
insurance  assets  are  significant  and  variables  proxying  for  merit  are  insignificant.  Moreover, 
the  coefficients  on  independent  variables  in  Table  18  are  not  statistically  different  from  those  of 
the  corresponding  independent  variables  in  Tables  14  and  15. 

D.  Simixnary  of  Flndiogs 

From  this  updated  study  we  conclude:  (1)  settlements  as  a  ratio  of  either 
plaintiffs'  damages  or  investor  losses  decline  as  plaintiffs'  damage  estimate  or  investor  loss 
increases;  (2)  settlements  are  more  than  50  percent  higher  when  insurable  advisor  codefendants 
~are  named;  (3)  the  fact  of  a  securities  offering  during  the  class  period  does  not  increase 
settlement  values  even  though  it  fuilitates  a  Section  11  claim,  which  is  easier  to  prove  than 
other  securities  fraud  against  shareholders;  (4)  state  and  federal  investigations  and  findings  of 
violations  do  not  increase  the  settlement  values  of  private  lawsuits;  (5)  no  factor  on  which  we 
have  data,  other  than  iovestor  losses,  plaintiffs'  damage  estimate,  and  number  of  insurable 
codefendants,  has  consistent,  statistically  significant  impacts  on  settlement  size.'* 


'*  In  tenlti  aot  shown,  we  tested  for  the  preseace  of  outUen— caie>  wbete  the  actual  tettlemeat  value 
deviated  greatly  from  the  predicted  settlemeat  value.  We  found  two  rach  obtervations.  The  regressiou 
in  Tablei  14  through  17  wei«  recomputed  without  these  observatioBS.  Tier*  were  no  reversals  of  the 
above  reported  statistical  results  and  ao  lignificaot  effects  on  coefScient  values. 
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IV.    Discussion 

The  statutory  reform  debate  should  be  addressing  whether  the  least  meritorious 
shareholder  class  actions  have  benefits  that  exceed  their  costs.  If  not,  then  too  many  legal  and 
other  resources  are  being  used  in  this  area  of  litigation  and  some  should  be  redeployed  to 
lawsuits  with  more-  merit.  Some  policy  action  would  then  be  appropriate  in  discouraging 
marginal  lawsuits. 

Although  debate  on  shardiolder  litigation  has  become  heated,  relatively  little 
is  known  about  expected  costs  and  benefits  of  the  marginal  lawsuit  All  of  the  anticipated 
benefits  from  this  type  of  litigation  come  iirom  the  incentives  it  gives  to  management— making 
it  more  accountable  to  stockholders  and  improving  the  quality  and  quantity  of  corporate 
disclosure.  Management  accountability  to  ownership  increases  overall  economic  efficiency.  The 
benefits  of  acciirate  and  timely  corporate  information  should  include  the  following:  (1)  aiding 
capital  formation  by  reducing  information  uncertainty  vvhai  new  securities  are  issued; 
(2)  reducing  the  cost  of  research  by  analysts  and  investors  because  management  is  presumably 
the  low-cost  provider  of  information;  and  (3)  allowing  better  monitoring  of  management  by 
stockholders  so  they  kaow  when  to  take  corrective  action.  Unfortunately,  there  is  very  little 
empirical  research  on  the  role  of  securities  class  actions  in  providing  these  benefits. 

Clearly,  when  the  settlement  in  a  lawsuit  reflects  neither  the  probability  of 
liability  nor  the  amount  of  damages,  these  benefits  are  not  obtained.  Good  management 
behavior  is  not  being  rewarded  because  all  management  behavior,  whether  innocent  or  insidious, 
is  likely  to  be  penalized  equally. 

Without  overstating  our  statistical  findings,  if  one  had  to  choose  among  the 
most  important  of  three  factors  in  explaining  settlements— stock  price  volatility,  availability  of 
assets  and  merits  of  the  case— it  would  appear  that  the  merits  matter  the  least 

This  is  not  to  say  that  the  merits  do  not  matter  at  alL  Our  statistical  results, 
though  very  good  when  judged  by  the  standard  of  how  well  analysts  usually  explain  disaggregate 
data,  leave  almost  60  percent  of  the  dispersion  in  settlements  unexplained.  Some  of  this 
unexplained  variation  may  be  due  to  factors  reflecting  the  merits  about  which  we  have  no  data. 
Also,  because  investor  losses  may  be  correlated  with  either  availability  of  assets  or  actual 
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damages.  some  of  the  explanation  of  settlement  size  tnay  depend  upon  potential  damage  exposure 
which  in  tuQ  may  be  reflecting  the  mehts  of  a  case. 

Finally,  we  remain  troubled  by  the  continued  unusually  large  number  of 
settlements  from  high-technology  firms.  There  is  no  research  to  suggest  that  these  entrepreneurs 
are  any  more  deceitful  than  average.  Alternatively,  it  is  well-known  that  the  share  prices  of 
high-technology  firms  are  unusually  volatile.  The  prevalence  of  suits  against  high-technology 
firms  suggest  that  a  stock  price  drop  in  response  to  a  timely  disclosure  is  as  likely  to  cause  a 
complaint  to  be  filed  as  is  a  stock  price  drop  from  the  disclosure  of  a  coverup.  At  least  for 
some  cases,  the  merits  would  then  be  of  secondary  importance. 


AeknowltdgtmttU 
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lie  ra 


580 


3 

e 

o 


^    y 


.2 

CQ 


V) 
0) 


l-l 

3 

CO 


c 

o 


o 

V) 


581 


9 

«/) 

C 

o 

•«^ 

<^^ 

!«.    'O 

fS 

"^J9 

W»      rj 

a; 

oj  -S 

•■g.s 

c^ 


s 

i 

01 


CO 


582 


m 
H 


to 

*3 


2-5  § 


c 


(^ 


s 


^ 


1 
to 

o 

ba 

> 


^ 


8 


I 


a  s 


^ 


8-3 

S  8 

?§ 
«o  J 

>i 

<  3 


o 

vo 


J3 

i| 

si 


a 

a 

«> 
u 

it 
a, 


S  8 
^3 


b*  o 

a  8 

^5 


s 

to  '■' 
92 

si 


i2 

o 
u 

«> 
u 
w« 
w 
a. 


a 

3 

S  8 

^^ 

to  o 

.2i 


583 


I 1 


>« 

>« 

» 

Eb 

>> 

"« 

e 

a 

X 

S 

^ 

-< 

» 

.« 

is 

«il 

e 

iQ 

fiu 

K,Cb 


it 


S.^ 


Cl. 

82  E 


ll 


s 


•8  8 
Jl 

-I 


g 


S 


12 


S 


|S 

e 
*S 


II  e  r  a 


584 


is 

So 

s  ^ 

^   u 

|£ 

"^    s 

>    '5 


C^ 


iie  ra 


585 


Ratio  of  Settlement  to  Investor  Losses^'^ 

Bv  Circuit  In  Which  Ca^  Wn«  FiM 


GrcnU 

Nunbcr  of 
SetticnienU 

Total  Value  of 
Settlemcats 

Total  Investor 
Lossci 

Avcratc 

Settlement  as  a 

Percentace  of 

Investor  Losses 

(I) 

(2) 

(3) 

(4) 

DC. 

$6,750,000 

$127,943,255 

5.76% 

First 

10 

21.410.000 

457,552^10 

7.72 

Second 

13 

93.067.619 

4,837.720.824 

8.42 

TTilrd 

57,808.778 

968,869,488 

8.32 

Fourth 

8.025.000 

105,659.581 

8.39 

Fifth 

1.700.000 

29.119.406 

5.84 

Sixth 

9.500.000 

343,539.019 

2.7, 

Sevemfa 

17.600.000 

386,097.817 

6.04 

I  Eighth 

24.875.000 

631.029.741 

7.60 

Ninth 

27 

191.595.971 

7,095.720,015 

6.02 

Tenth 

55.500.000 

586,626,158 

8.32 

1  Eleventh 

49,925.000 

2.247.029.107 

5.50 

Total 

84 

$537,757,368 

$17,816,906,621 

6.98* 

Bv  Industry  in  Which  Dgfendnnt  Primflrilv  OogratM 


Industry 

Number  of 
Settlements 

Total  A^alue  of 
Settlements 

Total  Investor 
Losses 

Average 

Settlement  as  a 

Percentage  of 

Investor  Looses 

(I) 

0) 

(3) 

(4) 

High-Technology 

30 

$214,597,471 

$3,275,655,891 

8.30% 

Commercial  Banking 

10 

37,650.000 

5.418.377,974 

4.75 

Finance  &.  Insurance 

0 

0 

0 

— 

Other 

44 

285.509.897 

9.122.872.756 

6.58 

Total 

84 

5537,757,368 

517.816,906.621 

6.98%           1 

lie  ra 


586 


Table  7 


Plaintiffs'  Attorney  Fees*-** 

By  rirruit  in  Which  Ca<A  yV^j:  f]]^^ 


Circuit 

Number  of 
Settlements 

Total  Value  of 
Settlements 

Total  Attorney 
Fees 

Average  Attorney 

Fees  as  a 

Percentace  of 

Settlement 

(1) 

(2) 

(3) 

(4)                j 

DC. 

3 

$31,750,000 

$10,200,000 

31.77%           1 

First 

10 

18,000,000 

5.177.833 

29.63 

Second 

20 

196,943.619 

62,804,119 

31.56 

■njird 

19 

'  174.153.778 

52,451,230 

30.94              1 

Fourth 

5 

27,825,000 

8,908.333 

32.64 

Fifth 

8 

87.735.000 

26.006.667 

27.21 

Sixth 

2 

11.950.000 

3.110.000 

27.50 

j  Seventh 

6 

29.600.000 

9.333.333 

30.82 

1  Eighth 

7 

27.375,000 

9.124.833 

33.30 

1  Ninth 

43 

341,679.'72I 

108,618.640 

32.54             1 

Tenth 

4 

58.500,000 

15,650.000 

31.25 

Eleventh 

8 

50.040.000 

15.302.917 

29.89 

1  Total 

135 

$1,055,552,118 

$326,687,906 

31.32» 

Bv  Industry  in  Which  Defendant  Primflrilv  Operates 


Number  of 
Settlements 

Total  Value  of 
Settlements 

Total  Attorney 
Fees 

Average  Attorney 
Fees  as  a 

Settlement 

(1) 

(2) 

(3) 

'*' 

High-Technology 

42 

$391,253,471 

$120,703,174 

31.82% 

Conunercial  Banking 

17 

60.775.000 

18.948333 

30.80 

Finance  &  Insurance 

6 

47.650.000 

13.916,667 

27.83 

Other 

70 

555.873.647 

173.U9.732 

31.44 

JTotai 

135 

Sl.055.532.118 

$326,687,906 

31.32% 
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Table  8 
Dismissals^ 


Page  1  of  2 


Defendant 

Circuit 

Industry 

(1) 

a) 

Adobe  Systems,  Inc. 

Nlmh 

High-Technology 

Axnerican  Southwest  Mortgage  Investmenu  Corp. 

Ninth 

Finance  St  Insurance 

j  AmeriCredit  Corp.  (Urcarco,  Inc.) 

Fifth 

Other 

1  Bernard  Chaus' 

Second 

Other 

Bon-Ton  Stores  Inc. 

Third 

Other 

Centel  Corp. 

Seventh 

Other 

Chicago  Board  Options  Exchange  Inc. 

Seventh 

Finance  &  Instirance 

Citicorp 

Second 

Banking 

Data  General  Corp. 

First 

High-Technology 

Digital  Equipment  Corporation 

First 

High-Technology 

DSC  Communications  Corp. 

Fifth 

High-Technology 

Dycom  Industries  Inc. 

Eleventh 

Other 

EMC  Corp. 

First 

High-Technology 

Exide  Elecffonics  Group  Inc. 

Third 

Other 

First  Fmancial  Management  Corp." 

Eleventh 

Finance  &  Iiuurance 

First  Investor  Corp. 

Fourth 

Finance  &  Insurance 

General  Development  Corp. 

Second 

Other 

Harley-Davidson  Inc. 

Seventh 

Other 

Hewlett-Packard  Co." 

Ninth 

High-Technology 

Hologic  Inc. 

First 

High-Technology 

Howtek  Inc. 

na 

High-Technology 

Lotus  Development 

First 

High-Technology 

Lyondell  Petrochemical  Co. 

Ninth 

Other 

Maverick  Tube  Corp. 

Second 

Other                I 

|Medco  Research" 

Ninth 

Other 

iMesa  LP 

na 

Other                1 
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Table  8 
Dismissals' 


Page  2  of  2 


1                                Defendant 

Circuit 

Industry 

(1) 

(2) 

MIcrodyne  Corp. 

Fourth 

Other 

Monro  Muffler  Brake  Inc." 

na 

Other 

National  Medical  Enterprises,  Inc. 

Ninth 

Other 

NYNEX'» 

Second 

Other 

Philips  Electronlcj  N.V.'» 

Second 

Other 

Pinlcerton's  Inc. 

Ninth 

Other 

Protocol  Systenu  Inc. 

na 

High-Technology 

Providential  Corp." 

na 

Finance  &.  Insurance 

QMS  Inc. 

Eleventh 

High-Technology 

Regeneron  Pharmaceuticals 

Second 

Other 

RiddeU  Sporu  Inc." 

Third 

Odier 

SafeCard  Services'" 

na 

Other 

Silicon  Graphics,  Inc. 

Ninth 

High-Technology 

Stratus  Computer 

Ftfst 

High-Technology 

Telctronix,  Inc. 

Nindi 

High-Technology 

Travelers  Corp. 

Second 

Finance  &  Insurance 

Verifone,  Inc. 

Nlmh 

High-Technology 

Western  Investment  Real  Estate  Trust'' 

Ninth 

Fmance  &  Insurance 

Eighdi 

High-Technology 

na  -  not  available 
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Table  9 
Judgments^ 


1              Defendant 

ClrcoU 

Industry 

Judgment 

- 

(1) 

(2) 

(3) 

Blinder.  Robinson  & 
Co." 

TWrd 

Finance  &.  Insurance 

Default 
$73.3  million 

Enserch  Giq). 

Third 

Other 

In  Favor  of  Plaintiff 
$57  milljoa 

First  Service  Bank  for 
Savings 

First 

Banking 

In  Favor  of  Plaintiff      I 
$19.7  milUon 

Medstone  International 
Inc.  (Cytocare  Inc.) 

Ninth 

High-Technology 

In  Favor  of  Defendant 

Mellon  Bank  Corp. 

TTiird 

Banking 

In  Favor  of  Plaintiff 
$55Rumoa 

Meihdge  Inc. 

Ninth 

Other 

In  Favor  of  Plaintiff 
Up  to  $53  million 

Patton  OH  Co. 

Tenth 

Other 

In  Favor  of  Plaintiff 
$221,000  +  Accnied 
Interest  and  Expenses 

Rexene  Corp- 

Fifth 

Other 

In  Favor  of  Plaintiff 
$6.8  million  + 
Attorneys'  Fees 
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Tables 
Notes  and  Sources 


Data  were  obtained  fiora  Securities  Class  Action  Alert.  Securities  Oass  Action  Alert  is  a 
monthly  newsletter  published  by  Investors  Research  Bureau,  Inc.,  Cressldll,  New  Jersey.  A  case 
was  included  if  its  resolution  was  published  in  the  Securities  Class  Action  Alert  between  July 
1991  and  June  1993.  However,  settlements  announced  only  in  the  updates  section  of  Securities 
Class  Action  AUrt  were  not  included  in  this  study.  Also,  settlements  were  included  only  if  all 
the  defendanu  settled  or  if  some  of  the  defendants  settled  and  the  charges  were  dismissed  against 
the  other  defendants.  All  data  used  to  compute  investor  losses  were  obtained  from  either  FactSet 
Data  Systems,  Inc.  or  Interactive  Data  Conwration.  All  averages  are  calculated  as  arithmetic 
means  unless  otherwise  stated.  Humbert  in  columns  may  not  always  sum  to  totals  presented  due 
to  rounding. 

1)  Includes  resolution  of  cases  which  were  identified  in  the  Dow  Jones  Newswire,  New  York 
Times,  or  Wall  Street  Journal  between  July  1,  1991  and  May  31,  1993. 

2)  Includes  voluntary  dismissals  by  plaintiffs. 

3)  Includes  judgments  by  default 

4)  Cases  were  selected  for  this  study  if  they  met  the  following  criteria: 

1.  The  suit  was  filed  in  federal  court 

2.  The  named  defendant(s)  include  a  corporation  or  partnership. 

3.  The  plaintiff  alleged  fraud  involving  at  least  the  price  of  common  stock. 

4.  The  case  included  allegations  of  material  misrepresentations  and  omissions 
regarding  the  true  health  and  potential  of  the  defendant  company. 

5.  The  settlement  was  either  in  cash  or  a  cash  equivalent  could  be  determined. 

5)  Includes  cases  for  which  attorney  fees  could  be  distinguished  from  attorney  expenses. 

6)  Attorney  fees  are  fretpienUy  indicated  as  "  up  to*  or  'not  to  exceed'  a  particular  percentage 
of  the  settlement  value.  For  these  cases*  the  maximum  attorney  fee  awardable  was  used 
for  calculations. 
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7)  Investor  losses  were  calculated  for  those  cases  which  met  the  criteria  in  note  (4)  above  and 
the  following: 

1.  The  case  had  a  defined  class  period  over  which  purchases  of  common  stock 
only  were  alleged  to  have  been  damaged. 

2.  The  class  period  began  on  or  after  December  31,  1984. 

3.  Data  were  available  on  daily  trading  volume,  daily  closing  price,  and  shares 
outstanding  for  the  defendant  company  over  the  relevant  time  period  from 
either  FactSet  Data  Systems,  Inc.  or  Interactive  Data  Corporation. 

Investor  losses  were  computed  in  a  manner  similar  to  the  approach  sometimes  used  by 
plaintiffs  in  computing  damages.  Briefly  stated,  this  approach  attaches  a  damage  (or 
investor  loss)  to  the  purchases  made  on  each  day  during  the  class  period.  For  shares 
bought  during  the  class  period  and  held  through  to  the  end  of  the  class  period,  the  loss  per 
dollar  invested  equals  the  return  on  the  defendant's  stock  from  the  date  of  purchase  to  the 
average  of  the  five  days  after  the  class  period  ends  minus  the  return  on  an  investment  in 
the  S&P  500  Index.  For  shares  bought  and  sold  during  the  class  period,  the  loss  per 
dollar  equals  die  return  on  the  defendant's  stock  price  &om  the  date  of  purchase  to  the  date 
of  sale  minus  the  return  on  an  investment  in  the  S&P  500  Index  .  The  number  of  shares 
bought  on  any  given  day  during  the  class  period  and  either  sold  on  any  given  day  during 
the  class  period  or  held  to  the  end  of  the  class  period  is  estimated  using  the  proportional 
decay  model  developed  by  John  Torkelsen,  an  expert  witness  often  used  by  plaintiffs' 
attorneys.  This  model  was  not  adjusted  for  institutional  holdings  (SEC  Form  13Fs), 
insider  holdings  or  transactions  (SEC  forms  3  and  4),  short  interest,  or  shareholders  with 
five  percent  ownership  of  the  outstanding  stock  (SEC  Forms  13D  and  I3G). 

8)  Includes  cases  for  which  information  regarding  attorney  fees  and  expenses  was  available. 
Attorney  fees  and  expenses  are  frequently  indicated  as  *up  to'  or  'not  to  exceed*  a 
particular  percentage  of  settlement  For  these  cases,  the  maximum  attorney  fees  and 
expenses  awardable  was  used  for  calculations. 

9)  Dismissal  for  Merrill  Lynch  &  Company  and  Bear  Steams. 

10)  Voluntary  dismisal  by  plaintiffs. 

1 1)  Default  judgment  was  against  Meyer  Blinder  and  John  Cox.  The  case  against  Blinder, 
Robinson  Sc  Company  was  settled  at  a  later  date. 

12)  All  of  the  cases  involve  holders/purchasers  of  common  stock  as  spediied  in  note  (4)3. 
above.  Some  cases  involve  more  than  one  security  other  than  common  stock. 

13)  Some  cases  involve  more  than  one  advisor  as  a  named  codefeodant. 

14)  Advisor  defendants  are  law  firms,  accounting  firms,  or  underwriters. 

15)  For  a  two-tailed  test  of  statistical  significance  with  degrees  of  freedom  between  60  and  80, 
an  absolute  value  above  2.00  is  significant  at  the  95  percent  level  of  confidence  and  an 
absolute  value  above  2.66  is  significant  at  the  99  percent  level  of  confidence.   For  a  one- 
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tailed  test,  an  absolute  value  above  1 .67  is  significant  at  the  95  percent  level  of  confidence 
and  an  absolute  value  above  2.39  is  significant  at  the  99  percent  level  of  confidence. 

For  a  two-tailed  test  of  statistical  significance  with  degrees  of  freedom  of  18  or  19,  an 
absolute  value  above  2.10  or  2.09,  respectively,  is  significant  at  the  95  percent  level  of 
confidence  and  an  absolute  value  above  2.88  or  2.86,  respectively,  is  signiiicaot  at  the 
99  percent  level  of  confidence.  For  a  one-tailed  test,  an  absolute  value  above  1.73  is 
significant  at  the  95  percent  level  of  confidence  and  an  absolute  value  abo\'e  2.55  or  2.54. 
respectively,  is  significant  at  the  99  percent  level  of  confidence. 

16)  This  variable  equals  one  if  a  law  firm,  accounting  firm,  or  underwriter  was  named  as  a 
defendant  and  otherwise  equals  zero. 

17)  Potential  Section  11  exposure  exists  if  there  was  a  security  offering  during  the  class 
period. 

18)  This  variable  equals  one  if  there  was  a  security  offering  during  the  class  period  and 
otherwise  equals  zero. 

19)  This  variable  equals  one  if  there  was  enforcement  action  and  otherwise  equals  zero. 

20)  This  variable  equals  one  if  a  regulatory  or  enforcement  agency  was  investigating  the 
defendant  company  and  otherwise  equals  zero. 

2 1)  This  variable  equals  one  if  a  defendant  company  was  ordered  or  consented  to  refrain  from 
particular  actions  by  a  regulatory  or  enforcement  agency  and  otherwise  equals  zero. 

22)  This  variable  equals  one  if  a  defendant  admitted  to  or  was  found  in  violation  of  a 
regulatory  or  enforcement  agency's  regulations  or  was  ordered  to  pay  restitution,  and 
otherwise  equals  zero. 

23)  This  variable  equals  one  if  the  defendant  company  was  a  bank  and  otherwise  equals  zero. 

24)  This  variable  equals  one  if  the  defendant  company  was  a  high-technology  firm  and 
otherwise  equals  zero. 

25)  This  variable  equals  one  if  the  case  was  filed  in  the  particular  circuit  and  otherwise  equals 
zero. 

26)  This  variable  equals  one  if  the  settlement  of  the  case  included  a  non<ash  distribution  and 
otherwise  equals  zero. 

27)  Data  regarding  plaintiffs'  damage  estimates  from  NERA  case  files  were  used  for  only 
those  cases  which  met  the  criteria  in  note  (4)  above. 
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LEGAL  LIABILrrY  AND  TURNOVER 
m  THE  BIG  SIX  PUBUC  ACCOUNTING  FIRMS 

Poblic  accooatiiig's  cxiss  involviiie  legal  liability  hai  been  deKribed  as  ^ 

the  profession.  The  profession's  aggregate  liability  exposure  is  estimated  to  cortently  exceed  $30  billion. 

Presently,  l^al  costi  exceed  9*  of  audit  revenues  after  insurance  recoveries,  and  fliis  figure  is  growing 

annually.  The  profession  is  said  to  be  experiencing  Ae  ID  effects  of  this  hl^  legal  risk  in  a  varieiy  of 

way*.  For  exanq>le,  commercial  insurers  are  alleged  to  be  ^nrtcming  the  profession,  and  a  recent  study 

reported  that  over  one  tiiird  of  the  small  public  accoimting  firms  in  ttic  state  surw^ed  are  'going  bare.* 

Many  smaller  finiB  are  no  longer  providing  audit  services,  opting  to  provide  management  advisory,  tax 

and  otfier  services  in  lieu  of  anditing.  Large  public  accounting  firms  arc  said  to  be  avoiding  risky  audita 

and  industries.    Finally,  there  are  rumors  that  growing  numbers  of  experienced  personnel  are  leaving 

large  public  accounting  firms  because  of  the  threat  of  l^al  risk. 

Altbougji  turnover  is  not  new  to  large  public  armimting  firms,  kng  known  for  their  up  or  out 

policy,  much  of  this  turnover  occurs  dming  the  early  stages  of  public  accountants'  careers  prior  to 

achieving  the  rank  of  manager.  Recently,  however,  there  have  been  reports  of  advecse  e£Eects  of  legal 

liability  on  the  retention  of  more  experienced  personnel.  Prior  research  on  detenninants  of  turnover  in 

public  accounting  has  investigated  such  issues  as  the  effect  of  firm  culture,  control,  supervision,  gender 

and  work  ami  oon-worfc  commitmeots  on  turnover.  This  research  has  focused  on  relatively  inexperienced 

personnel,  however,  and  has  not  addressed  die  impact  of  legal  liability  on  managers'  and  partners' 

turnover  decisions.   Because  of  die  all^adons  of  an  adverse  impact  of  legal  liability  on  audit  quality 

through  the  loss  of  expertise  in  the  Big  Six  public  accounting  firms,  it  is  io^rtant  to  develop  evidence 

on  the  reiatioa  between  l^al  liability  and  the  turnover  of  experienced  personnel.  Such  evidence  can  play 

a  critical  role  in  the  debate  over  the  social  costs  and  benefits  of  the  profession's  tort  reform  initiatives 

designed  to  reduce  public  accountants'  liabUity. 

The  Big  Six  public  accounting  firms  provided  die  anfiiors  the  names  and  addresses  of  former 
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managos  and  pailnen  to  devdop  evideace  on  the  cfiEectt  of  legil  liability  on  maoaget  and  partner 

tjunover.    tn  liAJlirm  tn  Aat^  ^rm^pint  tn  ttvaanv  tha  tnfJTU-iifw  nf  ^^^f^^|.l  ^n  ^rmviviir  Ancitimt,  data 

were  alM  gatiiered  to  provide  evidence  on  Other  potealial  rannecdoiis  betw^ 

Tlie  exitfmcr.  of  diese  oMmecdotts  would  be  mntigtwir  widi  tlie  profession'i  daims  regarding  an 

association  between  litigatkm  and  turnover  of  experienced  penoooel. 

For  example,  in  many  Jurisdictions,  paitners  bave  personal  liability  fi>r  acts  of  tibe  paitnenhip. 
Consequently,  in  large  CPA  finns  wiiidi  operate  in  many  jurisdictions,  it  is  virtually  impossible  for 
partners  to  escape  personal  UabOity  even  if  tiie  Jurisdiction  in  idildi  tiiey  lie  personally  located  has 
adopted  legislation  protecting  pattnets'  personal  assets.  Managers,  on  the  other  hand,  are  not  poionally 
liable  for  the  acts  of  the  partnership.  This  malces  it  likely  that  partners'  decisions  to  leave  their  public 
accounting  firms  will  be  impacted  more  by  liability  than  will  manages'  decisioni.  Tliis  does  not  mean, 
however,  that  managers  are  completdy  unaffiscted  by  personal  legal  risk.  As  aspiring  partners,  managers 
may  also  be  influenced  by  the  prospect  of  fiiture  exposure  to  personal  liability  in  making  their  career 
decisions,  though  likely  to  a  significantly  lesser  extent  ih^n  partners. 

Also,  manied  paitnen,  as  well  as  married  manages  acting  in  antiripatinn  of  achieving 
partnership,  may  be  better  able  to  shield  ibenuelvet  ficom  tiie  risk  of  present  or  future  penonal  liability 
than  single  partners  and  maiugers.  This  is  because  married  personod  can  vest  sole  ownecship  of  some 
personal  assets  in  their  spouses.  As  a  result,  litigatioo  may  be  more  influential  in  tfic  turnover  decisions 
of  single  personnel  than  in  Ihoce  of  married  personnel.  Again,  this  does  not  mean  tiut  mauled  pexsonoel 
are  expected  to  be  unooocemed^bout  personal  liability.  Married  partners  cannot  escape  all  risk  because 
some  personal  assett  such  as  equity  in  the  partnership  camtot  be  transferred.  Furtber,  a  strategy  of 
transferring  assett  to  the  spouse's  name  can  be  risky  in  flie  event  of  subsequent  divorce.  On  ifaa  whole, 
however,  conceras  over  personal  legal  risk  should  influence  single  partners*  turnover  decisions  more  than 
married  partnen*  decisions  if  tfiis  risk  is  perceived  as  material. 
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Further,  if  I^il  UabBJty  b  nuterialty  iiifhiaidiiepvtiiflci'  and  managan*  dfrfriont  to  leave dieir 
finra.  k  leems  likely  that  it  wOl  be  most  inftnertial  in  tntnover  dedskmi  what  Aett  has  bees  pecaonal 
involvement  villi  litigation  involving  clients.  Alto,  litigadon  can  be  nprarA  to  be  cignifieandy  more 
influential  in  turnover  decisions  wbea  a  paitnir  has  made  penonal  payment  became  of  legal  recoveries 
against  the  fiim.  Both  events  are  likdy  to  make  dw  personal  risk  of  legal  liability  more  salknt  to  public 
accoontanls. 

Finally,  woddng  in  environments  where  there  is  substantial  legal  liability  b  liloly  to  be  less 
enjoyable  because  of  attempts  by  firms  to  reduce  their  legal  risk.  Prt^nents  of  expansive  legal  liabDity 
(or  public  accountants  argue  tliat  greater  fear  of  the  legal  consequences  of  audit  fiulure  will  lead  to  tighter 
audit  controls  and  higher  quality  auditing.  On  tfie  other  hand,  prior  turnover  research  suggests  Oiat 
setting  controls  too  tightly  increases  turnover  due  to  a  higiily  restrictive  woric  environment  that  makes  jobs 
less  satisfying.  It  would  not  be  surprising  to  find  tiiat  partners  and  managers  who  report  litigation  as  a 
reason  for  turnover  are  also  more  likdy  to  nport  a  ti^tly-coDtrolled  work  environmeot  as  an  additional 
reason  for  leaving  large  public  accoutring  fims. 

Auditor  TumoTtt  Data 

Data  wcxc  collected  from  questionnaires  mafled  to  former  managen  and  paitiKis  who  left  Big 
Six  public  accounting  firms  while  woddng  in  ofBces  located  in  Atlanta,  Chicago,  Dallas,  Los  Angeles, 
New  Yorlc.  aik]  San  Francisco.  These  former  managen  and  partnen  were  nulomly  selected  from  lists 
of  aU  managers  and  partners  who  had  left  each  oftfae  firms  within  the  past  three  years.  No  restrictioos 
were  placed  upon  the  researdiers  by  die  firms  accept  that  the  name*  should  be  used  only  by  die 
researchers  and  only  for  die  purpose  of  collecting  data  on  auditor  turnover. 

A  total  of  904  (^estiomoiies  were  maOed  to  die  fbimermanagers  and  partoen  (150  per  film  pins 
one  extra  to  four  firms),  and  221  of  these  were  returned  direcdy  to  the  researdiers.  The  response  rate 
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of  24.4X  compares  fiwonbly  widi  die  pddiibed  responM  rates  on  tfanllar  types  of  studies.  Teo  of  the 
221  questjonniires  were  not  oseAi]  fiir  statistical  analysis  due  to  incomplete  responses.  No  second 
mailing  was  performed  because  the  qncstioniiairec  were  designed  to  be  soanymous  to  increase  tiie 
response  rate  and  reduce  bias  in  fbo  responses  tlut  mifitit  result  firom  fear  of  personal  idcntificatioa. 

'nmover  can  Obrionsly  occur  Cor  reasons  other  Aaa  coDcems  over  litigation,  and  some  of  these 
reasons  m^  be  cotrelatod  with  litigatkm  coocecns.  Cooseiiaendy.  in  addition  to  a  set  of  seven  qncstioas 
related  to  litigation,  four  other  sets  of  questions  were  indoded  in  the  survey  to  measure  the  influence  of 
the  following  fictors  on  turnover:  (1)  the  competitive  environmeflt.  (2)  respondents'  work  and  non-woi± 
commitments,  (3)  the  extent  of  internal  and  external  control  and  sopervision,  and  (4)  respondents'  other 
employment  alternatives.  A  cover  letter  simpty  indicated  0iat  (he  purpose  of  the  survey  was  to  develop 
data  on  turnover  in  public  acooootiiig  firms.  Ihe  set  of  litigation  questions  was  embedded  within  tlie 
questionnaire  to  avoid  signalling  Oiat  legal  liablll^  was  fiie  study's  primary  consideration.  In  £xt. 
questions  rdatcd  to  litigation  comprised  only  14%  of  the  total  questions. 

Questions  regarding  personal  characteristics  such  as  marital  status,  gender,  and  length  of  time  in 
public  acro\inting  were  also  included.  Additionally,  respondents  were  given  die  opportunity  to  make  any 
written  comments  they  desired,  and  about  half  provided  comments.  These  comments  were  analyzed 
separatdy  from  the.otfier  questionnaire  data  and  provided  useful  insists  into  the  respondents'  turnover 
decisions. 

Since  the  way  in  wfaidi  questioos  are  worded  may  influence  re^ionses,  it  is  iuiputt^uit  to  ask 
several  questions  about  each  turnover  factor  and  decermloe  if  the  responses  are  similar.  This 
determination  is  normaOy  made  daough  tiie  use  of  fector  analysis  and  intcr-itan  reliabilities.  Factor 
loadings  indicated  fliat  each  group  of  the  questions  appeared  to  measure  the  same  factor.  Inter-iteoa 
reliabilities  were  high  fonlier  iivtirjfT<ng  ^mt  the  questkms  were  measuring  as  intended.  After  eliminating 
the  few  questions  that  did  not  load  appropriately,  flie  on-wei^ited  scores  on  the  questions  associated  with 
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eadi  factor  were  aggrpgated  into  dagle  £)ctar  scons  for  use  as  cxplautoiy  yariibles  in  tegtessioQ 
analysis.  An  Impomnt  beoeSt  of  regression  analysis  is  diat  it  pensia  tluiuiuueoaa  nraminatinn  of  die 
influence  of  litigation  and  otiwr  facton  oa  tmnover  dmrinmt. 

KcGults  and  ImpErationa 

After  diminating  tbosc  respondents  wlio  t"4<'fytf«^  tliat  tbeir  tuniover  rtcrisiniw  were  influenced 
by  factois  sudi  as  bcallfa  ptoUems  and  other  hctoa  beyond  their  control  or  by  nutual  agreement  with 
tfaefum,  approximaiely  29%  of  the  responlentt  reported  that  threat  of  legal  liability  played  a  role  In  their 
decisions  to  leave  their  finns.  Sli^y  over  40%  agreed  that  depressing  effects  of  litigation  costs  on 
profits  affected  their  turnover  decisions.  Over  46%  imlifatnd  tiut  tiie  depressing  effect  of  ongoing 
litigation  costs  on  future  profits  impaaed  their  decisions  to  leave.  About  35%  reported  that  the  possibility 
of  personal  liability  fior  claims  against  tiieir  firms  influenced  their  dedsions.  Respondents  Indies tfd  that 
concern  over  whether  the  firm  would  have  sufiQcieot  liability  insurance  to  cover  claims  against  it  was  a 
consideration  in  about  16%  of  the  decisions.  Respondents  rqKKted  that  competent  personnel  leaving  the 
profession  because  of  litigation  risk  influenced  their  dedsions  in  approximately  37%  of  die  cases. 
Finally,  the  threat  of  litigation  leading  to  over-aaditing  was  reported  to  be  a  consideration  in  about  28% 
of  the  decisions. 

As  is  evident  from  Table  1,  more  partners  than  managers  reported  a  litigation  i"fl"*~^  on  dieii 
turnover  dedsions.  This  v^as  ootBistent  across  all  seven  litigation  questions.  Also,  of  die  221 
respondents,  101  (45.7%)  provided  written  ooimnents.  Although  most  of  the  commeots  pertained  to 
consideratiom  other  than  litigatioo  sudi  as  the  wort  environment,  II  of  the  resp<Hidenis  Q>ecifically 
mentioned  litigation  as  a  consideration  in  their  dedsions  to  leave  Big  Six  fizms. 

[Insert  Table  1  here.] 

In  addition  to  litigadon  coDccms,  other  reasons  frequently  cited  by  managers  for  leaving  included 
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iocrettine  teapoosfliOity  for  geaentmg  bmable  taoon  (61%).  prcssore  to  fenente  new  cUeots  (54%). 
number  of  hoots  wodced  (56%),  tod  fiie  imbalaiice  bUwtui  flic  rewards  nsociated  with  working  in  Ibe 
profiesskm  agiiast  the  petionil  coiti  (72%).  Partnect  mott  firequeody  dtad  dunget  reiuldng  from 
roetsefs  with  other  firms  (68%)  and  an  inibalance  betwvea  rewards  and  penonil  costs  (51%). 

The  tapoBsc  rate  to  tiic  inrvey  wai  not  imifonn  across  iit  six  firms  wilfa  three  of  the  six  firms 
aoooontiag  for  appraximaiely  80%  ofthe  usable  responses.  Tests  were  performed  to  determine  If  the  five 
tumover  £u:toR  influeoced  the  dedsions  of  leqtoodeott'  from  the  tiiree  liigh-respoDGe  firms  differently 
tiian  the  decisions  of  respondents  from  die  odier  liuee  firms.  He  test  results  inriiratfri  that  respondents 
ficom  the  Iii^-response  firms  were  significantly  more  lilcely  to  report  litigation  as  inflaentia]  in  their 
turnover  decisions  than  respondents  from  the  other  fliree  firms.  The  percentages  re^wrted  in  Table  1, 
therefore,  may  Ik  more  representative  of  turnover  decisions  in  ttie  three  high-response  finos  tiian  the 
other  three  firms.  None  of  the  other  four  Actors  were  significant  in  predicting  differences  in  the  turnover 
decisions  between  respondents  bom  the  two  groups  of  firms. 

Controlling  for  the  other  influence  Cactocs.  the  regression  analyses  mdicated  tint  litigation  rislcs 
wete  significantly  more  influential  in  paitnen'  turnover  decisions  than  in  managers'  decisions.  Concerns 
over  litigation  risk  were  marginally  more  likdy  to  infiucnce  single  respondents'  decisions  than  those  of 
married  respondents.  Predictably,  former  managers  and  partners  who  bad  been  involved  in  litigation 
lirou^  by  a  dient  were  significandy  more  likely  to  indicate  diat  litigation  was  a  factor  in  dieir  tumover 
decisions.  Similarly,  partners  who  iiad  to  nudce  personal  piymait  as  a  resolt  of  litigation  were 
significantly  more  likdy  to  indicate  that  litigation  was  a  fiictor  in  dieir  decisions. 

After  controlling  for  other  fictora  sudi  as  competition  and  non-woric  commitments,  respondents 
whose  turnover  decisions  were  more  associated  with  litigation  also  repotted  significantly  higher  scores 
on  a  scale  consisting  of  the  following  faOoa  diat  pertained  to  control  and  supervision:  (1)  mcreasod 
scrutiny  of  dieir  work,  (2)  doser  supervision  of  their  activities.  (3)  the  loss  of  professional  aotoaomy. 
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(4)  more  ooiq>Iex  tcpoitiog  reqouanents,  and  (5)  gnater  responsibility  ia  tfa£  area  of  quality  oonirol  fot 
die  woHc  of  odien.  One  plnuible  explanation  for  (bn  result  is  that  tbs  Ic^  titks  experieaced  by  du 
itspondeois*  firms  or  o£Qces  resulted  la  greater  inteaulpressute  on  personnel  wbldi.  In  nun.  lnfln«in<xl 
tite  respondents' umover  decisions.  Tliis  is  consistent  wifli  the  assettioa  by  some  in  fliel^profission 
that  increasing  auditors'  1^  risk  will  result  In  titter  auditing  controls.  Aldunigii  ttils  assertion  may 
have  intuitive  appeal  to  those  yAo  would  expand  public  accountants'  liabHicy,  llio  results  suggest  that  ifae 
benefit  of  any  increase  in  quality  of  »n/iittng  gained  £pam  ri^htw  controls  should  t>e  wd^ied  against  the 
possible  decrease  in  audit  quality  resultiog  6on>  loss  of  experienced  personnel  who  no  longer  find  public 
accounting  a  desirable  place  to  woric  Those  who  argue  that  increased  legal  risk  for  public  accountants 
will  result  in  hi^er  quality  auditing  may  be  overlooking  the  potentially  dysfunctional  consequences  of 
lower  letention  of  ciperienccd  personnel. 

Summary 

Overall,  theresultsofour  survey  indicate  dutconcems  over  litigation  costs  and  risk  are  having 
an  appreciable  e£fect  on  managers'  and  partners'  decisions  to  leave  Big  Six  public  accounting  firms. 
Eixxi^  respondents  indicated  that  ooncems  over  legal  liability  influenced  tiidr  decisions  to  leave  their 
former  firms  to  suggest  that  tlicre  is  validity  to  claims  tiiat  l^al  risk  is  adversely  affecting  Big  Six  firms* 
ability  to  retain  experienced  personnel .  Further,  results  of  tests  of  the  association  between  the  influence 
of  litigation  risk  on  the  respoadeals'  dcdstons  to  leave  and  od>er  fiictors  such  as  position  and  marital 
status  are  consistent  with  concerns  over  the  personal  risk  of  legal  liability  being  material. 

The  Big  Six  firms  have  asserted  that  they  are  being  unfairly  targeted  in  lawsuits  because  of 
plaintiff'  perceptions  of  the  firms'  ability  to  pay  recoveries.  This  'deep  pockets*  mentality  is  alleged 
to  have  resulted  in  a  many  lawsuits  of  dubious  merit.  On  the  odier  hand,  proponents  of  expansive  legal 
liability  for  public  accountants  avow  that  diis  litigation  will  encourage  greater  care  in  die  conduct  of 
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audits  and  resolt  in  hi^er  tndit  qnali^r.  Ibe  evidoioe  presented  in  Ifais  nody  represents  one  imfionant 
step  In  answedng  die  lywaion  of  «dietlier  lesal  llabiUty  has  readied  tlie  point  ^i^iere  my  qudity 
improvement  in  »n<i«ri«^  stinei  by  enconragins  tinner  audit  controls  tbrouj)!  greater  legal  risk  is  more 
llian  ofEcet  by  Ow  loss  of  eaperienced  personnel. 

If  iltigatioB  is  plying  as  signincant  a  role  in  ib»  turnover  of  partners  and  managers  in  Big  Six 
public  aooouiudng  firms  as  the  evidence  suggests,  flien  ooorts  and  l^islatures  need  to  be  aware  of  die 
potential  social  costs  of  expanding  public  accoontants'  legal  liability.  Large  public  accounting  firms  are 
re<|iiired  to  audit  large,  mnlti national  corporations.  Fortber.  sooaller  public  accounting  firms  may  also 
experience  similar  losses.  Large  losses  of  ocpericnced  persoimd  will  nltimatdy  lead  to  lower  audit 
quality,  die  cost  of  which  will  be  likely  borne  by  lodety. 
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TiUUoI 

Percentiles  oT  Former  Fartnen  snd  Muuecn  Kepartinx  that 

Lideatioa  Coaocrm  lofluexKtd  Ibcir  Dcdaons  to  Lmtc  Kg  Six  Finns 


LrnGATI(»i 
pUESTTONS 

%PARTNERS 
REPORTING 

%MANAaHRS 
REPORTING 

«TOTAL 
PEPQRTINQ 

The  direat  of  Utie^ion 
influenced  ray  decision. 

37.04%> 
31.94% 

26.39% 
20.14% 

29.29% 
24.17% 

The  Cut  that  the  costs  of 
Ittifation  depietsed  profia 
influeoeed  my  dedsion. 

SS.56% 
45.83% 

34.72% 
29.49% 

40.40% 
35.07% 

llie  ba  tbat  die  ongoing 
costs  of  litigation  woold 
contjnue  to  depress  profits 
influenced  my  decision. 

62.96% 
50.00% 

40J8% 
32J7% 

46.46% 
3839% 

The  fjut  diat  I  might  have 
personal  liability  for 
lidgatioii  damages  against  flic 
drm  influenced  my  dedsioo. 

48.18% 
33.33% 

30.56% 
25.18% 

35.35% 
27.96% 

The  fact  that  die  firm  may 
have  insufficient  liability 

37.04% 
2S.00% 

8.33% 
12.95% 

16.16% 
17.06% 

insurance  coverage  to 
indemnify  its  eo^Ioyeet 
influenced  my  decision. 

The  fad  Oat  die  risk  of 
litigaiioB  is  causing  cofiq>etent 
persons  to  leave  public  accounting 
influenced  my  decision. 

The  fact  that  die  tiircat 
of  litigatioa  leads  to  over- 
auditing  influenced  my  dedskjn. 

Sample  sizes 


SI  .85% 

31.94% 

37.37% 

41.67% 

28.06% 

32.70% 

37.04% 

25.00% 

28.28% 

27.78% 

20.29%» 

22.86% 

27 

72 

99 

72 

139 

211 

'    ThivucboMlhetib]e,lheli9  GeinccaclDdcsdioKR^poadefittwtia  nSeriidOi^ 
lusely  bejnmd  Uwir  ooalraL  TWi  tmomn  Ge«ac  indudci  line  lapoadem. 


'  Sample  mac  =IM; 


r  Ad  aat  napood  to  Ifcii  qodtia*. 
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POBLZC  ACCOUNTIMG  AS  A  LONG-TERM  CAREER: 

VIEWS  OF  PARTNERS  AND  STAFF  AS  TO 

CHANGES  NEEDED  AND  TEEZR  FEASIBILITY 

Something  is  very  wrong  with  the  public  accounting  profession. 
People  in  this  profession  are  used,  abused,  and  then 
discarded.  However,  as  long  as  it  remains  the  fastest  way  to 
get  certified,  people  will  stay  for  their  two  to  three  years 
and  then  get  out  (paraphrase  of  a  statement  from  a  staff 
accountant  at  a  Big  Six  firm) .^ 

Most  people  enter  the  profession  only  to  obtain  their  CPA 
certificate.  I  think  they  realize  that  only  a  small 
percentage  make  it  to  partner  and  the  personal  sacrifices  one 
must  make  to  get  there  are  out  of  proportion  to  the  benefits 
received  (paraphrase  of  a  statement  from  a  partner  at  one  of 
the  Big  Six  firms) . 

The  above  statements  provide  a  limited  view  of  the  current 
state  of  the  public  accounting  profession.  These  statements 
suggest  that  personnel  in  Big  Six  firms,  both  partners  and  staff, 
are  not  satisfied  with  the  work  e.nvironment  in  public  account i.-ic. 
This  problem  is  particularly  acute  because  the  account  i.-.g 
profession  is  facing  significant  challenges,  and  it  has  never  been 
in  greater  need  of  talented  individuals  than  it  is  today. 

The  profession  is  facing  challenges  en  many  fronts  —  large 
litigation  judgments  (PAR  1593),  intense  competition  (Margheim  and 
Pany  1987) ,  and  questions  about  the  relevance  of  the  financial 
reporting  model  as  it  now  exists  (Elliott  1992) .  Given  the  issues 
facing  the  profession,  it  is  imperative  that  the  "best  and 
brightest"  students  are  attracted  into  accounting  and  that  the 
profession  is  successful  in  retaining  these  individuals. 

Currently,  it  does  net  appear  that  the  "best  and  brightest" 
students  are  entering  the  accounting  profession.  Accounting  makers 
now  have  lower  average  SAT  scores  than  non-accounting  majors  (Ir.-a.-. 
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et  al.  1989),  and  the  large  accounting  firms  have  expressed  concern 
about  the  quality  of  accounting  graduates  (Perspectives  1989)  . 

Why  is  the  profession  having  such  a  difficult  time  attracting 
and  retaining  top  students?  A  recent  study  found  that  the  work 
environment  in  accounting  is  an  important  factor  in  many  top 
students'  decision  not  to  major  in  accounting  (Hermanson  et  al. 
1993) .  In  addition  to  discouraging  top  students  from  entering  the 
field,  an  unfavorable  work  environment  can  also  cause  employees  of 
the  Big  Six  firms  to  leave  the  profession  (Dean  et  al.  1988; 
Harrell  1990)  .  Certai.^.ly,  xany  top  employees  could  be  among  those 
who  leave. 

The  purpose  of  this  study  is  to  address  three  questions:  (1) 
What  changes  could  be  mace  i.-.  the  public  accounting  environment  to 
cause  staff  accountants  tc  view  the  profession  as  a  long-term 
career  option?  (2)  How  feasible  are  these  changes?  (3)  What  are 
staff  accountants'  and  partr.ers'  views  of  the  public  accounting 
profession?  The  coal  cf  Lhis  study  is  to  provide  information  that 
will  lead  to  meaningful  changes  in  the  public  accounting 
environment.  In  the  1990s,  the  U.S.  work  force  is  placing  much 
greater  emphasis  on  quality  of  life  issues  (Pagano  1993) .  To  the 
extent  that  the  public  accounting  work  environment  is  unattractive 
to  many  talented  individuals,  the  profession  may  face  a  serious 
"quality  of  personnel"  issue  in  coming  years. 

The  following  section  provides  background  information  on  the 
public  accounting  enviro.nmer.t  and  on  labor  market  conditions  for 
new  accounting  graduates.   Tr.e  third  section  preser.ts  the  results 
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of  the  study.   We  discuss  the  implications  of  our  findings  and 
present  policy  recommendations  in  the  fourth  section. 

BACKGROUND 

Many  individuals  entering  public  accounting  experience 
"occupational  reality  shock"  —  a  gap  between  their  expectations 
leaving  college  and  their  actual  career  experiences  (Carcello  et 
al.  1991;  Dean  et  al.  1988).  This  "occupational  reality  shock"  is 
related  to  job  dissatisfaction  (Dean  et  al.  1988)  .  Dissatisfaction 
among  staff  accountants  has  implications  for  the  profession  for  two 
reasons . 

First,  continued  dissatisfaction  may  make  it  more  difficult 

for  the  profession  to  recruit  new  entrants  in  the  future.   The 

following  statements  from  a  Big  Six  staff  accountant  and  partner, 

respectively,  indicate  that  such  a  problem  may  already  exist. 

The  quality  of  life  in  public  accounting  is  zero  between 
December  and  April.  This  makes  it  impossible  for  us  to 
truthfully  attract  and  retain  qualified  individuals. 

The  recruiting  process  as  it  now  exists  is  flawed.  The  firm 
tells  us  how  to  answer  most  questions  tha-  students  ask. 
However,  the  answers  are  usually  lies  to  lure  the  tcp 
recruits . 

Second,  prior  studies  cf  accountants  hawe   found  a  link  between 

job  dissatisfaction,  career  intentions,  and  subsequent  turnover 

(Harrell  1990)  .   The  costs  cf  employee  turnover  in  the  accounting 

profession  are  already  high  (Harrell  1990)   and  are  likely  to 

increase  in  the  future  as  employees  receive  more  training  in 

response   to   a   more   complex   and   rapidly   cha.".ginc  business 

envircnmenc.   In  addition,  firms  with  heavy  turnover  will  Icse  seme 

percentage  of  their  best  er.clcyees.   It  is  net  unusual  fer  toe 
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staff  to  work  the  most  extreme  hours,   thus  increasing  their 

potential  for  job  dissatisfaction.  Neither  of  the  scenarios  above, 

recruiting  difficulties  and  high  turnover,  is  likely  to  be  in  the 

long-run  best  interests  of  the  accounting  profession. 

Some  may  argue  that  the  current  over-supply  of  qualified 

entrants  to  the  profession  overrides  any  concern  about  the  future 

quantity  and  quality  of  accounting  graduates.   This  point  of  view 

is  best  expressed  by  the  following  two  statements,  from  a  staff 

accountant  and  a  partner,  respectively. 

Partners  have  minimal  regard  for  the  life  of  the  average  staff 
person.  Why?  It  is  due  to  the  seemingly  e.^.dless  supply  of 
new  graduates  that  are  available  each  year. 

There  is  nc  shortage  cf  qualified  accounting  talent.  If 
anything,  there  is  a  surplus.  Business  schools  graduate  r.any 
more  students  with  accounting  degrees  than  the  profession 
needs . 

The  proble.T.  with  the  above  reasoning  is  that  there  are  a  number  cf 

structural  reasons  why  t.his  complace.ncy  may  be  inappropriate  i.": 

coming  years. 

Most  academics  who  have  watched  students  struggle  to  obtain 
jobs  would  continue  to  describe  the  market  for  new  accounting 
graduates  as  a  buyer's  market;  however,  in  a  reversal  cf  the  trend 
of  the  last  few  years,  demand  for  new  accounting  graduates 
increased  this  year  while  supply  decreased  (Accounting  Today  1993)  . 
There  are  at  least  five  structural,  and  somewhat  interrelated, 
reasons  why  we  expect  supply^  to  continue  to  decrease  for  the 
foreseeable  future. 

First,  the  number  cf  freshman  planning  to  major  in  accounting, 
as   well   as   in   other   business   disciplines,   has   declinec 
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significantly  during  the  1990-1992  period  (Ettredge  and  Nunamaker 
1993) .  Since  freshman  intentions  with  regard  to  major  are  a 
leading  indicator  of  future  enrollments,  it  is  expected  that 
accounting  enrollments  will  continue  to  decline  for  at  least 
several  more  years  (258) . 

Second,  changing  demographics  are  likely  to  exacerbate  the 
already  declining  enrollments  in  accounting.  The  number  of 
individuals  in  the  16-to-24  age  bracket  is  smaller  today  than  it 
was  a  generation  ago  (Zarowin  1991) .  Therefore,  college 
enrollments  are  unlikely  to  show  much  growth  and  may  actually 
decrease.  Also,  a  greater  proportion  of  college  graduates  in  the 
future  will  either  be  members  of  groups  who  have  r.ot  previously 
found  the  accounting  profession  attractive  (i.e.,  minorities, 
particularly  African-Americans)  (Williams  1993)  or  me.mbers  c: 
groups  who  the  accounting  profession  has  not  found  attractive 
(i.e.,  non-traditional  students). 

Third,  the  movement  to  require  150  semester  hours  cf  education 
as  a  requirement  for  licensure^  has  significantly  increased  the 
cost  of  entering  the  profession.  To  date  there  is  no  evidence  that 
the  return  available  from  a  public  accounting  career  has  increased 
appreciably.^ 

The  fourth  structural  change  that  bodes  ill  for  the  future 
supply  of  accounting  graduates  relates  to  relative  pay  rates  across 
careers.  Many  students  major  in  accounting  for  financial  reasons 
(Hermanson  et  al.  1993).  If  ether  careers,  especially  those  that 
only  require  a  baccalaureate  decree  for  entrance,   offer  ricre 
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attractive  returns,  we  would  expect  rational  economic  actors  to 
choose  those  careers  over  accounting.  Average  starting  salaries  in 
1990  for  selected  careers,  all  only  requiring  a  four-year  degree, 
were:  engineering,  $31,900,  mathematics,  $27,000,  nursing,  $32,000, 
and  occupational  therapy,  $26,500  (U.S.  Department  of  Labor  1992)  . 
The  average  starting  salaries  in  public  accounting  firms  were 
$25,300  and  $31,100  for  those  with  baccalaureate  and  masters 
degrees,  respectively  (17) .  The  ability  of  the  accounting 
profession  to  attract  top  students  is  questionable  when  twc 
competing  majors,  engineering  and  nursing,  offer  higher  starting 
salaries  to  four-year  graduates  than  the  accounting  profession 
offers  to  holders  of  an  advanced  degree.' 

The  last  structural  issue  is  that  a  major  source  of  new 
entrants  for  the  profession,  women,  may  become  alienated  due  to 
limited  opportunities  for  satisfying  both  personal  and  professional 
goals  in  the  accounting  profession.  A  number  of  studies  have 
documented  the  difficulty  of  balancing  professional  and  personal 
obligations,  which  in  many  cases  fail  disprcportionately  on  females 
(Reed  and  Kratchman  1990;  Pearson  et  al.  1985).  More  ominously, 
females  who  malce  these  sacrifices  often  have  not  been 
commensurately  rewarded  (Street  et  al.  1993).  Given  the  ample 
opportunities  in  other  careers,  the  increased  ccsts  of  obtaining  an 
accounting  degree,  and  the  problems  experienced  by  females  in  the 
profession,  it  is  reasonable  to  expect  that  many  of  the  top  female 
students  will  choose  ether  career  alternatives. 
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METHOD 

In  considering  potential  changes  to  the  public  accounting 
environment  that  could  make  the  profession  more  attractive  as  a 
long-term  career  option,  it  was  first  necessary  to  develop  a  list 
of  potential  changes  that  might  be  important  to  staff  accountants. 
This  list  was  developed  from  several  sources.  A  number  of  the 
items  where  there  was  a  large  gap  between  student  expectations  and 
staff  experiences  (Carcello  et  al.  1991)  were  included  in  our 
questionnaire.  Second,  many  of  the  recommendations  made  by  the 
Early  Employment  Experience  Task  Force  of  the  Accounting  Education 
Change  Commission  (AECC)  were  viewed  as  potentially  desirable 
changes  (see  Ellioct  1991).  Third,  AECC  Statement  No.  4  (AECC 
1993)  also  was  consulted  for  recommended  changes  to  the  public 
accounting  environment.  Finally,  the  personal  experiences  of  zr.e 
authors  were  useful  in  developing  the  list  of  potential  chances. 
The  33  potential  changes  to  the  public  accounting  environrr-.e.nt , 
which  appear  in  the  Appendix,  include  financial  and  ncn-f ina.-.ciai 
factors,  as  well  as  short-term  and  long-term  concerns. 

A  survey  was  distributed  to  Big  Six  staff  accountants  and 
partners  to  determine  their  perceptions  of  the  33  potential 
changes.  Staff  accountants  were  asked  (1)  how  important  the 
potential  change  would  be  in  convincing  them  to  view  public 
accounting  as  a  long-term  career,^  and  (2)  hew  feasible  it  would  be 
for  their  firm  to  make  the  change  in  the  next  three  years. 
Partners  were  asked  (1)  hew  i.-npcrtant  they  believe  each  change 
would  be  in  ccnvir.ci.-.c  staff  accountants  tc  view  ouclic  acccu.-.iir.g 
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as  a  long-term  career,  and  (2)  how  feasible  it  would  be  for  their 
firm  to  make  the  change  in  the  next  three  years.  The  response 
scale  ranged  from  1  =  not  important  or  not  feasible  to  5  =  very 
important  or  very  feasible.^ 

The  survey  was  sent  to  a  random  sample  of  750  Big  Six  staff 
accountants  and  500  Big  Six  partners,  all  on  the  audit  staff.'' 
Five  of  the  Big  Six  firms  provided  a  random  sample  of  staff 
accountant  names  and  addresses  (150  names  per  firm)  .  The  AICPA 
provided  the  list  of  partner  names  and  addresses.  With  one 
exception,  the  surveys  were  sent  directly  to  the  partners  and 
staff,  and  responses  were  returned  directly  to  us.  The  only 
exception  to  this  method  of  distriburing  and  collecting  the  surveys 
was  that  one  Big  Six  firm  handled  the  distribution  and  collection 
of  the  staff  accountant  surveys  itself.®  The  respondents  were 
assured  that  their  individual  responses  would  remain  strictly 
confidential . 

Of  the  750  staff  who  received  the  survey,  371  responded,  a 
rate  of  4  9.5  perce.'~.t .  The  partner  response  rate  was  40.6  percent, 
as  203  cf  the  500  partners  responded.  Due  to  the  high  initial 
response  rate,  no  follow-up  letters  were  sent. 

RESULTS 
Demographics  and  Related  Information 

Table  1  presents  demographic  and  related  information  on  Che 
respondents.  Only  10  of  the  2C3  partners  were  female,  while  the 
371  staff  accountants  were  alrr.cst  evenly  split  between  males  an  = 
females.   This  difference  reflects  the  i.-.creased  hiring  cf  wcmen  by 
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Big  Six  firms  in  recent  years. ^  On  average,  the  partners  were  45 
years  old  and  had  almost  22  years  of  experience.  The  staff  were  26 
years  old  on  average  and  had  worked  for  almost  three  years.  Almost 
all  of  the  partners  were  married,  and  they  had  an  average  of  two 
children.   Most  of  the  staff  were  single. 


Insert  Table  1  about  here 


The  staff  accountants  reported  that  they  work  an  average  of 
250  hours  of  overtime  per  yesr  and  travel  an  average  of  nearly  six 
weeks  per  year.  To  compare  these  levels  to  historical  levels  for 
Big  Six  staff,  we  also  asked  the  partners  about  their  overtime  and 
travel  when  they  were  staff  accountants.  Surprisi.ncly,  the 
partners  reported  e.xperie.icinc  much  higher  overtime  and  travel 
levels  than  did  the  current  staff  accountants.  It  is  possible  that 
overtime  and  travel  have  decreased  ever  the  years,  but  there  are  at 
least  two  other  plausible  e:<plar.aticns . 

First,  it  .T.ay  be  that  staff  accour.tants  whc  ultima-ely 
progress  to  partner  are  these  who  were  willing  to  work  substantial 
overtime  and  travel  a  great  deal.  Therefore,  the  current  partners' 
experiences  as  staff  accountants  may  not  reflect  the  typical  staff 
accountant  experience  20  years  ago.  Second,  it  is  possible  that 
the  partners'  recollections  of  their  years  as  staff  accountants 
were  not  entirely  accurate.  The  issue  of  increasing  or  decreasL-.g 
overti.me  and  travel  certai.-.lv  warra.'-.ts  additional  research. 
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It  is  also  worth  noting  that  the  range  of  reported  overtime 
hours  for  current  staff  was  zero  to  800  hours.  Approximately  12 
percent  of  the  respondents  reported  annual  overtime  of  400  or  more 
hours.  This  group,  likely  to  be  top  performers,  is  at  greatest 
risk  of  "burn-out"  and  dissatisfaction. 

Staff  accountants  were  asked  how  long  they  plan  to  remain  in 
public  accounting.  On  average  they  plan  to  stay  for  slightly  more 
than  four  years.  The  average  is  somewhat  skewed  by  individuals 
planning  to  remain  in  public  accounting  for  the  rest  of  their 
careers.  In  terms  of  the  median  value,  staff  accountants  intend  to 
remain  in  the  profession  for  two  more  years.  Thus,  the  typical 
staff  accountant  does  net  view  public  accounting  as  a  long-term 
career. 

Finally,  partners  were  asked  about  the  attractiveness  of  z'r.e 

public  accounting  professicr.  today  as  compared  to  when  they  jci.-.ed 

the  firm.   The  vast  r.ajcrity  (66  percent)  indicated  that  public 

accounting  is  less  attractive  tccay.   Statements  that  typify  bctr. 

this  viewpoint  and  a  contrasting  perspective  are  presented  celcw. 

The  risks  in  public  accounting  are  no  longer  proportional  to 
the  potential  rewards.  The  skills  it  takes  to  be  successful 
in  the  profession  today  are  better  recognized  and  rewarded  i.-. 
other  fields.  Also,  as  a  result  of  poor  leadership,  short- 
term  thinking,  etc.,  t.he  Sig  6  firms  have  allowed  many  cf  cjr 
services  to  become  viewed  as  commodities. 

Public  accounting  is  still  an  e-xcellent  long-term  career 
choice  for  those  who  are  motivated  and  qualified.  The 
problems  facing  the  profession  are  no  different  than  the 
problems  confronting  all  professions. 
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views  of  Potential  Changes  in  Public  Accounting 

This  section  presents  several  analyses  of  staff  and  partner 
views  of  the  importance  and  feasibility  of  the  33  potential  changes 
in  the  public  accounting  environment.  First,  we  determined  which 
changes  were  fnost  desired  by  staff  accountants  and  examined  the 
feasibility  of  these  changes  in  the  eyes  of  the  partners  in  hopes 
of  identifying  changes  that  are  both  desirable  and  feasible. 
Second,  we  explored  differences  in  importance  ratings  and 
feasibility  ratings  between  staff  and  partners.  This  analysis  may 
identify  perception  differences  between  the  two  groups  that  could 
create  conflict  within  the  firms.  Finally,  we  examined  differences 
in  importance  ratings  between  male  and  fe.male  staff.  The  two 
groups  may  have  different  opinions  of  the  importance  of  individual 
changes . 
Importance    (Staff)    Versus  Feasibility   (Partners) 

Table  2  presents  the  33  potential  changes  ranked  by  their 
importa.".ce  to  staff  accountants.  The  table  also  presents  the 
partners'  assessment  of  the  feasibility  of  each  change. 


Insert  Table  2  about  here 


The  two  changes  most  important  to  staff  accountants  were  that 
engagements  be  properly  staffed.  (4.38)  and  that  realistic  time 
budgets  and  deadlines  be  used  (4.35).  It  appears  that  time 
pressure  is  one  of  the  staff  accountants'  major  concerns,  and  time 
pressure   can   result   either  from  understaffed  jobs  or   from 
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unrealistic  budgets.  Other  changes  rated  highly  include:  enhanced 
professional  training,  a  greater  variety  of  assignments,  a  greater 
use  of  the  microcomputer,  the  "big  picture"  being  explained  to 
staff,  and  the  implementation  of  a  mentoring  system. 

The  13  changes  rated  3.9^°  and  higher  generally  relate  to  the 
day-to-day  work  environment  rather  than  to  the  financial  aspects  of 
public  accounting.  Staff  accountants  were  most  interested  in 
improving  the  quality  of  the  daily  work  environment. 

In  terms  of  feasibility,  it  is  encouraging  that  10  of  the  13 
changes  most  desired  by  staff  were  viewed  by  the  partners  to  be 
feasible.  In  fact,  the  chances  most  valued  by  staff  are 
essentially  the  same  chances  rated  as  most  feasible  bv  oartners. 
Four  changes  in  particular  should  be  implemented  as  soon  as 
possible,  for  they  are  highly  desired  and  quite  feasible:  realistic 
time  budgets  and  deadlines,  enhanced  professional  training,  greater 
use  of  the  microcomputer,  and  the  establishment  of  a  mentoring 
system.  Six  changes  deserve  serious  consideration,  for  they  are 
highly  desired  and  are  moderately  feasible:  engagements  properly 
staffed,  greater  variety  of  assignments,  "big  picture"  explained  t: 
staff,  timely  and  constructive  performance  evaluations,  increased 
communication  with  partners,  and  alternative  work  arrangements. 

Only  one  of  the  13  most  desirable  changes  is  not  very 
feasible,  allowing  staff  to  play  a  more  active  role  in  selecting 
their  client  portfolio.  Overall,  eight  changes  received 
feasibility  ratings  cf  less  than  2.5,  and  only  one  cf  these  chances 
was  highly  desired  by  the  staff   (staff  selection  cf  ciie-^.t 
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portfolio) .  Staff  certainly  should  not  expect  a  10-15  percent 
salary  increase  or  reduced  time  to  promotion,  as  these  changes  were 
rated  by  the  partners  as  least  feasible. 

The  changes  least  desired  by  staff  accountants  include  three 
interesting  items.  First,  staff  were  not  very  interested  in 
limiting  the  legal  liability  of  partners.  Perhaps  the  staff  do  not 
fully  appreciate  the  severity  of  the  liability  crisis,  or  their 
short-term  view  of  the  profession  makes  liability  less  important  to 
them.^^  Second,  the  staff  did  not  highly  value  a  reduction  of  out 
of  town  travel.  Considerir.g  tl^.e  average  travel  of  only  six  weeks 
per  year,  this  result  is  less  surprising.  Finally,  the  staff  also 
rated  the  reduction  of  tr.e  time  to  promotion  as  relatively 
unimportant.  Staff  appear  tc  have  accepted  the  longer  time  periods 
to  promotion. 
Importance    (Partners)    Versus  Importance    (Staff) 

Conflicts  within  the  acccu.-.ting  firms  could  result  from 
partners  and  staff  having  different  views  of  the  desirability  of 
potential  changes.  Alsc,  cart.-.ers  cannot  make  effective  changes 
within  the  firm  if  they  r.=ve  inaccurate  perceptions  of  which 
changes  the  staff  really  desire.  Table  3  presents  the  changes  for 
which  the  staff  and  partners  r.ad  significantly  different  importance 
ratings . 


Insert  Tacle  5  about  here 
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The  10  potential  changes  listed  in  the  top  of  Table  3  were 
viewed  as  more  desirable  by  partners  than  by  staff.  There  were 
particularly  large  differences  between  partner  and  staff  ratings 
for  the  following  changes:  advanced  placement  for  holders  of  an 
advanced  degree,  limiting  the  personal  liability  of  partners, 
reducing  the  time  for  promotion  to  the  next  level,  and  increasing 
personal  recognition. 

The  bottom  of  Table  3  lists  the  12  potential  changes  viewed  as 
more  desirable  by  staff  than  by  partners.  The  most  substantial 
differences  between  staff  and  partners  involve:  realistic  time 
budgets  and  deadlines,  upward  performance  evaluations,  a  lC-15 
percent  salary  increase,  and  greater  staff  input  in  determi.ning 
their  client  portfolio. 
Fa*sibxlity   (Partners)    Versus  Feasibility   (Staff) 

Conflicts  may  also  arise  from  different  views  of  the 
feasibility  of  potential  changes.  For  example,  staff  might  be 
upset  by  the  partners'  failure  tc  make  changes  that  appear  feasible 
to  the  staff.  The  part.ners  may  view  the  change  as  important,  but 
simply  not  feasible.  Table  4  presents  the  changes  for  which  the 
staff  and  partners  had  significantly  different  feasibility  ratings. 


Insert  Table  4  about  here 


The  results  in  Table  4  are  striking.  Partners  view  21  of  the 
33  potential  cha.'iges  tc  be  mere  feasible  than  do  staff  account  a.-.t  s . 
The  largest  difference  between  staff  a.-.d  partners,  with  partners 
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being  more  optimistic,  relates  to  realistic  time  budgets  and 
deadlines  —  the  change  rated  as  most  important  by  staff  in  Table 
2.  The  staff  accountants'  overall  pessimism  about  the  feasibility 
of  change  may  be  a  major  reason  why  the  typical  staff  accountant 
plans  to  remain  in  public  accounting  for  only  two  more  years 
(median  value) .  if  individual  firms  are  concerned  with  attracting 
and  retaining  the  "best  and  brightest,"  implementing  many  of  the 
changes  that  partners  view  as  feasible  would  be  a  step  in  the  right 
direction. 

There  were  four  items  for  which  the  staff  were  significantly 
more  optimistic  about  the  feasibility  of  the  change  than  were 
partners.  These  items  were:  a  10-15  percent  salary  increase, 
reduced  out  of  town  travel,  staff  selection  cf  client  portfolio, 
and  reduced  time  to  prcmccic.n.  Both  groups  rated  the  feasibility 
cf  these  items  as  low,  but  -he  partners'  ratings  were  especially 
low. 

Importance    (Male  Staff)    Versus   Importance    (Female  Staff) 

With  the  increased  hiring  cf  women  by  public  accounting  firms, 
it  is  vital  that  the  firms  understand  differences  in  perceptions 
between  male  and  female  staff.  Changes  implemented  to  please  all 
staff  may  be  viewed  more  cr  less  positively  depending  on  a  staff 
member's  gender.  Table  5  presents  potential  changes  that  are 
viewed  differently  by  male  versus  female  staff. 

Insert  Table  5  abcut  here 
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Only  two  items  were  viewed  as  more  important  by  the  male 

staff,  hiring  of  paraprofessionals  and  a  10-15  percent  salary 

increase.   Ten  items  were  viewed  as  more  important  by  the  female 

staff.   Of  these  10,  the  four  items  with  the  largest  differences 

between  males  and  females  were:  child  care  assistance,  alternative 

work  arrangements,   know  "quitting"  time  each  day,   and  the 

availability  of  a  stress  management  course.   Because  women  still 

bear  the  majority  of  the  household  burden,  they  are  especially 

challenged   in   balancing   their   personal   and   professional 

responsibilities.     Changes   such   as   child   care   assistance, 

alternative  work  arrangements,  and  knowing  when  they  can  return 

home  each  eve.".ing  would  be  of  much  greater  assistance  to  female 

staff  than  to  male  staff.   The  frustration  that  many  female  staff 

feel  is  best  e.xpressed  by  the  following  statement. 

The  few  women  partners  in  cur  office  were  wealthy  even  before 
they  made  partner  which  enabled  them  to  be  able  to  afford 
nannies  for  their  children.  It  does  not  seem  possible  for 
the  average  woman  with  children  to  succeed  in  reaching  the 
upper  levels  of  the  fir-. 

To  further  illustrate  the  differences  between  male  and  female 

staff.  Table  6  presents  the  10  changes  most  important  to  each 

group.   While  the  two  lists  are  fairly  similar,  there  are  a  few 

differences.  Three  items  appear  ir.  the  males'  list,  but  not  in  the 

females'  list:  timely  and  constructive  performance  evaluations, 

increased  communication  with  partners,  and  a  10-15  percent  salary 

increase.   The  changes  appearing  only  in  the  females'  list  were: 

alternative  work  arrange;r.enrs,  return  heme  each  weekend,  and  staff 

selection  cf  client  ocrtfolic.   It  is  clear  that  firr.s  need  tc 
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consider  the  differences  between  male  and  female  staff  as  they  make 
changes  in  the  public  accounting  environment. 


Insert  Table  6  about  here 


Reasons  for  Career  Intentions 

Staff  accountants  were  asked  to  evaluate  factors  that  may 
cause  them  to  view  public  accounting  as  either  a  short-term  or  a 
long-term  career.  The  most  frequently  mentioned  factors  are 
presented  in  Table  7.  Respondents  viewed  public  accounting  as  a 
short-term  career  due  to:  conflicts  between  job  demands  and  tneir 
personal  life,  inadequate  cay  cr  benefits,  high  stress,  limited 
advancement  opportunities,  and  the  availability  of  other  career 
opportunities.  In  terms  of  gender  differences,  both  males  and 
females  mentioned  conflicts  between  job  demands  and  personal  life 
most  frequently.  T.he  next  most  important  factor  causing  women  tc 
view  public  accounting  as  a  shcrt-ierm  career  was  the  high  stress 
level  in  the  profession.-^  Men  viewed  inadequate  pay  or  benefits 
and  limited  advancement  opportunities  as  more  cf  a  problem  than  did 
the  females. 


Insert  Table  7  about  here 


Factors  mentioned  most  frequently  for  viewing  public 
accounting  as  a  long-terx  career  were:  financial  rewards,  trair.i.".c 
and  e:<perience,   challenging  and  interesting  work,   variety  cf 
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experiences,  and  the  status  of  the  profession.  It  was  interesting 
that  financial  rewards  were  viewed  as  both  a  reason  for  viewing  the 
profession  as  a  short-term  career  and  for  viewing  it  as  a  long-term 
career.  Based  on  a  reading  of  the  free  responses  we  received,  it 
appears  that  those  who  were  unhappy  with  the  financial  rewards 
provided  by  the  profession  were  referring  to  their  current 
compensation  level.  Those  who  viewed  the  financial  rewards  of  the 
profession  as  positive  were  focusing  on  the  income  that  they 
perceived  as  being  available  at  the  partner  level. 

Reasons  for  viewing  public  accounting  as  a  long-term  career 
differed  by  gender.  By  far  the  most  important  factor  to  males  was 
the  financial  rewards  available  in  the  profession.  Fe.males  view 
public  accounting  as  a  long-term  career  because  they  find  it 
challenging  and  interesting  and  due  to  the  training  and  experience 
the  profession  provides. 
Views  of  Partners 

Partners  were  asked  what  aspects  of  public  accounting  t.hey 
have  enjoyed  the  most  and  the  least.  In  addition,  partners  were 
asked  to  list  specific  reasons  why  a  public  accounting  career  was 
more  attractive,  equally  attractive,  or  less  attractive  today  as 
compared  to  when  they  bega.".  their  careers.  Responses  to  these 
items  are  presented  in  Table  8. 


Insert  Table  8  about  here 
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Partners  most  enjoyed  the  challenging  nature  of  public 
accounting  and  their  contacts  with  clients  and  staff.  The  personal 
sacrifices  the  profession  entails  and  litigation  risk  were  two 
negative  aspects  of  public  accounting  mentioned  most  frequently. 

Only  a  limited  number  of  responses  were  provided  as  to  why  a 
public  accounting  career  was  viewed  as  either  equally  attractive  cr 
more  attractive  today  relative  to  when  the  partners  began  their 
careers.  The  main  reasons  given  were  the  interesting,  challenging 
nature  of  the  career  and  the  opportunities  available  in  public 
accounting.  The  overwhelming  T.ajority  of  responses  indicated  that 
the  partners  viewed  the  profession  as  a  less  attractive  career 
choice  today.  The  most  frequently  cited  reasons  for  this  pessimism 
were:  high  capital  contributions  and  litigation  risk,  lower 
compensation,  pressure  to  produce  fees,  lower  social  status, 
intense  competition,  and  stress. 

Finally,  in  rating  the  feasibility  of  the  33  poten-ial 
changes,  partners  could  select  0=N/.zv  cr  change  has  already  beer, 
made.  The  changes  selectee  most  f recue.'".tly  by  partners  as  having 
been  implemented  (subjectively  defined  as  having  been  selected  by 
at  least  25  percent  of  the  responding  partners)  were:  greater  use 
of  the  microcomputer  (36*),  implementation  cf  a  mentoring  syste- 
(36%),  greater  variety  of  assignments  (30%),  enhanced  professional 
training  (29%),  and  use  of  upward  performance  evaluations  (26%). 
Each  of  these  items  was  among  the  changes  most  important  to  staff 
(see  Table  2) . 
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DZSCUSSZOH  AND  POLICY  RECOMMEMDATZOHS 

It  is  encouraging  that  many  of  the  changes  most  desired  by 
staff  were  viewed  as  feasible  by  the  partners.  However,  this 
optimism  needs  to  be  tempered  by  a  few  caveats.  First,  just 
because  a  change  is  feasible  does  not  mean  that  it  will  be  made. 
An  interesting  question  might  be,  "Why  have  so  many  popular  and 
feasible  changes  not  yet  been  made?"  Second,  a  particularly 
troubling  item  in  Table  2  was  that  partners  did  not  believe  that 
de-emphasizing  profits  and  "lew-balling"  was  feasible.  In  cur 
view,  it  may  be  difficult  tc  implement  proper  staffing,  realistic 
time  budgets  and  deadlines,  and  other  important  changes  if  a  likely 
cause  of  the  problems,  low-balling,  is  not  eliminated. 

A  t.hirc  potential  crcclem  is  that  many  cf  the  changes  -ost 
desired  by  staff  could  be  described  as  qualitative  in  nature,  "cr 
example,  partners  may  claim  that  time  budgets  and  deadlines  are 
reasonable,  while  staff  may  have  a  different  viewpoint.  Finally, 
there  is  a  danger  that  the  crcfessicn  will  implement  chance  ir.  a 
superficial  way.  For  insta.-.ce,  a  firm  may  assign  a  mentor  tc  all 
new  staff  accountants,  but  the  mentor  and  the  staff  accountant  -ay 
meet  for  lunch  just  once  a  year.  In  cur  view,  this  is  net  a 
legitimate  mentoring  program. 

What  should  the  profession  do  to  mitigate  the  problems  with 
the  work  environment  in  public  accounting?  There  appear  tc  be 
three  issues  to  address. 

First,  ten  potential  chances  were  identified  in  Table  2  =s 
bei.ng  important  tc  staff  and  at  least  moderately  feasible.   Every 
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effort  should  be  made  to  make  these  changes  in  a  meaningful  way. 
It  appears  that  the  implementation  of  these  changes  would 
substantially  increase  the  quality  of  the  day-to-day  work 
environment . 

Second,  Tables  5  and  6  highlight  the  different  needs  of  female 
versus  male  staff.  Approximately  50  percent  of  the  supply  of 
accounting  graduates  is  female,  and  this  group  places  special 
emphasis  on  alternative  work  arrangements.  The  firms  should 
continue  to  expand  the  cppcrtunities  for  flex  time,  reduced  hcurs 
during  slow  periods,  and  ether  alternative  work  arrangements. 
Also,  if  more  women  with  children  attempt  to  make  public  accounting 
a  long-term  career,  it  is  likely  that  the  importance  placed  en 
child  care  assistance  will  increase.  The  current  rating  of  3.46 
reflects  the  views  of  female  staff  who  generally  have  no  children. 
We  suggest  that  the  firms  explore  establishing  contractual 
relationships  witr.  national  day  care  centers,  whereby  the  firms' 
employees  could  receive  favcratle  rates. 

Finally,  Table  7  indicates  that  the  conflict  between  jcc 
demands  and  personal  life  is  the  .'nain  reason  that  staff  view  public 
accounting  as  a  sr.crt-term  career.  To  help  address  this  issue,  we 
encourage  the  firrris  to  further  explore  the  use  of  variable  staffing 
to  reduce  the  burden  of  busy  season.  At  present,  virtually  all 
professional  emplcyees  in  public,  accounting  are  full-time.  Firms 
could  hire  the  nur.cer  of  new  staff  accountants  needed  to  handle  the 
work  betwee.n  May  and  December,  .^.dditicnal  entry  level  labor  cculd 
be  provided  during  busy  season  by  an  expanded  use  of  interns.  ~: 
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eliminate  the  busy  season  crunch  for  second  year  staff  and  for 
seniors,  firms  could  employ  individuals  on  a  contract  basis.  There 
are  many  individuals  with  previous  public  accounting  experience  who 
for  personal  reasons  may  be  very  interested  in  contract  employment. 
In  addition,  by  making  greater  use  of  interns  and  other  contract 
labor,  firms  may  be  able  to  realize  significant  cost  savings  in 
both  salaries  and  fringe  benefits.  These  savings  could  be  passed 
along  to  employees  below  the  partnership  level  to  further  increase 
the  attractiveness  of  the  crcfessicn. 

In  our  view,  there  will  continue  to  be  a  sufficient  number  of 
accounting  students  to  meet  the  needs  of  the  profession  for  the 
foreseeable  future.  The  real  issue  is  one  of  quality.  Will  the 
best  students  major  in  acccur.tinc,  and  will  the  best  employees  ir. 
public  accounting  firms  rer.si.".  in  the  professicr.?  Acdressir.c 
legitimate  problems  within  tl".e  public  accounting  prcfessicn  shculd 
make  such  an  cutccme  mere  likely.  We  hope  this  study  serves  as  a 
catalyst  to  spur  firms  zz  review  their  i.-.terr.al  environments  a.-.d  tc 
be  proactive  in  designing  and  imple.menting  needed  changes. 
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ENDNOTES 

1.  In  conducting  this  study,  questionnaires  were  used  to  gather 
information  from  staff  accountants  and  partners  at  Big  Six  firms. 
A  number  of  free  response  items  of  a  qualitative  nature  were 
included  in  the  questionnaire.  Selected  responses  to  these  free 
response  items  are  paraphrased  and  then  included  throughout  the 
paper.  This  paraphrasing  is  done  to  protect  the  confidentiality  of 
individual  respondents.  While  the  qualitative  responses  were 
overwhelmingly  negative,  we  have  made  an  effort  to  include  some 
positive  state.ments  as  well.  Note  that  throughout  this  paper,  the 
term  "staff  accountants"  refers  to  both  staff  accountants  and 
seniors. 

2.  Although  beyond  the  scope  of  this  paper,  there  are  a  number  of 
reasons  for  expecting  the  demand  for  public  accounting  services  to 
increase  in  the  future.  Increased  calls  for  expanding  the  role  of 
the  CPA  (e.g.,  fraud  detectic.-.  and  forward-locking  information)  and 
the  rapid  growth  of  many  er.e:cir,c  eccricmies  with  undeveloped 
accounting  professions  bcde  well  for  future  demand.  Whether  this 
translates  into  a  greater  cerr.a.ic  for  new  college  hires  depends  en 
such  factors  as  productivity  increases  and  alternate  staffing 
arrangements  (e.g.,  paraprofessionals)  . 

3.  As  of  September  22,  1953,  30  states  had  passed  legislation 
mandating  a  150-hour  prograx  oc"  study  as  a  requirement  fcr  CPA 
licensure  (Novin  and  Tucker  1993) . 

4.  The  only  change  is  a  r.cxir.al  i.".crease  in  starting  salary, 
generally  no  more  tha.i  twc  zz   three  thousand  cellars. 
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5.  Starting  salaries  in  accounting  continue  to  be  higher  than 
starting  salaries  in  selected  other  business  fields,  specifically 
general  business  and  marketing  (Ettredge  and  Nunamaker  1993)  . 

6.  Also,  respondents  could  select  0-N/A  or  change  has  already  been 
made.   This  response  is  discussed  in  the  results  section  below. 

7.  A  small  number  of  surveys  were  distributed  to  individuals  not  on 
the  audit  staff.  The  study's  results  are  unchanged  if  these 
individuals  are  excluded. 

8.  Removing  this  firm  did  not  affect  the  results. 

9.  The  small  number  of  female  partners  may  also  be  due  to  a 
possible  "glass  ceiling"  chat  women  face  in  progressing  to 
partnership  status  in  large  accounting  firms  (Berg  1988)  . 

10.  This  break  point  (3.9),  and  other  divisions  within  the  tables 
were  judgmentally  chosen  by  the  authors  based  on  what  appeared  to 
be  natural  dividing  lines. 

11.  Alternatively,  staff  riay  feel  that  the  threat  of  large 
litigation  awards  is  a  powerful  i.'-.centive  to  ensure  proper  staffir.g 
and  realistic  time  budgets  a.nd  deadlines. 

12.  The  reason  stress  may  be  greater  for  females  than  males  is  the 
continuing  reality  that  women  bear  the  majority  of  domestic 
responsibilities. 
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APPENDIX 
Potential  Changes  in  Public  Accounting 

1 .  Except  in  extreme  situations,  the  firm  stnctly  caps  hours  the  hours  each  professional 
works  each  week  (tor  example,  55  hours  per  week). 

2.  The  firm  makes  a  concerted  effort  to  reduce  out-of-town  assignments. 

3.  The  firm  grants  a  one-time,  IO-151'o  salary  increase  to  all  staff,  seniors,  managers, 
and  senior  managers. 

4.  The  firm  makes  a  concerted  effort  to  ensure  that  time  budgets  and  deadlines  are 
realistic. 

5.  The  firm  makes  a  concerted  effort  to  ensure  that  engagements  are  properly  staffed. 

6.  The  firm  reduces  the  amount  of  uninteresting  work  by  hiring  paraprofessionals  to 
perform  routine  tasks. 

7.  The  firm  institutes  alternative  wcrk  arrangements  (flex  time,  reduced  hours  during 
the  summer)  for  professionals  with  significant  personal  responsibilities. 

8.  The  firm  provides  an  on-site  child  care  facility  or  helps  to  subsidize  child  care 
expenses  in  some  other  manner. 

S.  The  firm  provides  enhanced  professional  training,  including  coverage  of  business 
and  industry  trends. 

10.  The  firm  takes  steps  to  ensure  that  performance  evaluations  are  timely  and 
constructive. 

11.  The  firm  de-emphasizes  profits  and  "low-balling'  in  favor  of  a  view  of  public 
accounting  as  a  profession  serving  the  public. 

12.  The  firm  provides  staff  members  with  study  time  and  less  demanding  assignments 
immediately  prior  to  their  taking  the  CrA  exam. 

13.  The  firm  reduces  the  time  requirec  for  promotion  to  the  next  level  of  the  firm. 

14.  The  firm  takes  steps  to  limit  the  personal  liability  of  panners  (by  providing 
additional  liability  insurance  cr  by  successfully  Icbbyinc  tor  changes  in  the  permissible 
form  of  CrA  firm  organization). 

15.  The  firm  incorporates  the  micrcccmcuter  intc  the  daily  wcrk  to  a  greater  extent. 
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16.  The  firm  takes  steps  to  ensure  that  personnel  serve  on  a  variety  o( 
assignments/clients  early  in  their  career. 

17.  The  firm  increases  the  amount  of  communication  between  partners  and  lower 
level  personnel. 

18.  The  firm  de-emphasizes  the  "class  stnjcture*  within  the  firm. 

19.  The  firm  increases  the  opportunity  for  personal  recognition  within  the  firm. 

20.  The  firm  takes  steps  to  even  the  workload  throughout  the  year. 

21.  The  firm  offers  advanced  placement  (enter  the  firm  at  the  advanced  staff  or  senior 
level)  to  recruits  with  Masters  degrees  and  prior  work  experience. 

22.  The  firm  allows  its  personnel  to  play  a  more  active  role  in  selecting  their  client 
portfolio. 

23.  The  firm  eliminates  the  'lock-step'  pay  and  promotion  system,  where  the 
individual's  amount  of  time  with  the  firm  is  the  maicr  determinant  cf  pay  and 
promotions. 

24.  The  firm  ensures  that  higher  level  personnel  explain  the  'big  picture'  to  s:aff 
accountants  performing  more  routine  tasks. 

25.  The  firm  institutes  an  "upward  perrcrmance  evaluation  system"  where  firm 
personnel  evaluate  the  performance  cf  their  superiors. 

26.  The  firm  institutes  a  mentoring  system,  where  each  professional  has  a  spcnscr  at 
a  higher  level  who  provides  guidance. 

27.  The  firm  increases  the  rewards  fcr  having  superior  technical  knowledge  of 
accounting. 

28.  The  firm  increases  the  rewards  fcr  having  superior  communication  skills. 

29.  The  firm  provides  personnel  with  the  opportunity  for  more  contact  with  their 
superiors. 

30.  The  firm  ensures  that  prcfessicrals  know  at  what  time  they  will  be  allcwec  to 
leave  work  each  day. 

31 .  The  firm  ensures  that  personnel  en  out-cf-town  assignments  can  go  heme  eac" 
weekend. 

32.  The  firm  offers  stress  management  courses  to  help  professionals  deal  with  the 
demands  of  public  accounting. 

33.  The  firm  ensures  that  engagements  are  scheduled  far  in  advance  (with  schedule 
changes  made  only  in  extreme  circumstances). 
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TABLE  1 
DEMOGRAPHICS  AND  OTHER  QUESTIONS 


Number  of  respondents 


_] 


Male 
Female 
Total 


Partners 

Staff 

193 

187 

10 

184 

203 

371 

Respondent  characteristics 


Average  age 

Average  years  of  experience  (years) 

Marital  status: 
Single 
Married 
Divorced 
Widowed 
No  response 
Total 

Average  number  of  children 

Average  number  of  ove.Time  hours  wcricec  ;:er  year 
Average  number  cf  weeks  of  out-of-town  r.'ave! 

per  year 
Average  number  cf  years  that  staff  plan  ;c  remain  in 

public  accounting 
Median  number  of  years  that  staff  plan  to  'cmain  in 

public  accounting 

Partners'  assessment  of  the  attractiveness  of  public 

accounting  today  versus  when  they  starred: 
Less  attractive  today 
As  attractive  today 
More  attractive  today 
No  response 
Total 


"  Partners'  recollections  of  how  much  cver.ime  arc  travel  they  expenenc; 
as  staff  accountants. 


45 

21.9 

26 
2.7 

4 
189 
6 
1 
3 

220 

7 

C 

a. 

203 

37; 

2.3 

0.3 

362  " 

251 

8.0  " 

5.7 

NA 

4.^ 

NA 

2.0 

139 

NA 

31 

NA 

25 

NA 

9 

NA 

203 

NA 

31 
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TABLE  2 
IMPORTANCE  (STAFF)  VS.  FEASIBILTTY  (PARTNERS) 


Potential  Change 


Changes  most  desired  by  staff 


5  Engagements  properly  staffed 

4  Realistic  time  budgets  and  deadlines 

9  Enhanced  professional  training 

1 6  Greater  variety  of  assignments 
1 5  Greater  use  of  microcomputer 

24  "Big  picture"  explained  to  staff 
26  Mentoring  system 

1 0  Timely,  constructive  perf.  evaluations 

1 7  Increased  communication  with  partners 
7  Alternative  work  arrangements 

22  Staff  select  client  portfolio 
3 1  Return  home  each  weekend 

25  Upward  performance  evaluations 


Changes  of  moderate  desirabilir/ 


1 9  Increased  personal  recognition 
3  10-1 5%  salary  increase 

29  More  contact  with  superiors 

20  More  even  workload  throughout  year 
23  Eliminate  lock-step  pay  and  promotion 
33  Schedule  set  far  in  advance 

28  increased  reward  for  communication  sicils 
27  Increased  reward  for  accounting  knowiecge 
1 2  CPA  exam  study  time 
1 8  De-emphasize  class  structure 

1  Strictly  caps  hours 
1 1  De-emphasize  profits  and  "low-balling ' 

6  Hire  paraprofessionals 


Average 

Average 

Importance 

Feasibility 

Rating 

Rating 

Staff 

Partners 

4.38 

3.70 

* 

4.35 

4.07 

*« 

4.23 

4.29 

•• 

4.22 

3.75 

• 

4.13 

4.18 

•» 

4.06 

3.83 

V 

4.06 

4.05 

»« 

4.00 

3.89 

• 

3.99 

3.81 

• 

3.94 

3.55 

•» 

3.94 

2.42 

NP 

3.93 

3.20 

3.91 

3.28 

3.79 

3.75 

3.77 

1.82 

NF 

5.73 

3.65 

3.65 

2.64 

3.62 

3.22 

3.60 

2.34 

NF 

3.49 

3.34 

3.36 

3.11 

3.35 

3.13 

3.32 

3.18 

3.30 

2.27 

NF 

3.24 

2.39 

NF 

3.22 

3.27 

1 
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TABLE  2  CONTINUED 
IMPORTANCE  (STAFF)  VS.  FEASIBILITY  (PARTNERS) 


Potential  Change 


[Changes  least  desired  by  staff 


32  Stress  management  course 

1 4  Limit  personal  liability  of  partners 

2  Reduce  out  of  town  travel 

8  Child  care  assistance 
1 3  Reduced  time  to  promotion 
30  Know  "quitting  time"  each  day 
2 1  Advanced  placement  for  Masters 


Average 

Average 

Importance 

Feasibility 

Rating 

Rating 

Staff 

Partners 

3.10 

3.46 

3.09 

3.25 

3.03 

2.44 

NF 

3.02 

2.87 

2.95 

1.97 

NF 

2.88 

2.17 

NF 

2.29 

2.59 

NOTE  1 :  The  response  scale  for  importance  and  feasibility  ranges  from 
1  =  not  important  or  feasible  to  5  =  very  important  or  feasible. 

NOTE  2:   Numbers  to  left  of  changes  are  the  question  numbers  in  the  Appendix. 
See  the  Appendix  for  a  full  description  cf  each  potential  change. 

**  Change  is  highly  desired  by  staff  (>  3.9)  and  viewed  by  partners  as  quite 
feasible  (>  3.9).   Firms  should  give  M^rj  serious  consideration  to  making 
this  change.  The  3.9  "cut-offs'*  were  juccmentally  determined. 

*  Change  is  highly  desired  by  staff  (>  3.9)  and  viewed  by  partners  as  moderately 
feasible  (>  3.5).   Firms  should  give  sericus  consideration  to  making  this 
change.  The  3.9  and  3.5  "cut-offs"  were  judgmentally  determined. 

NF  Partners  do  not  view  this  change  as  feasible  (<  2.5).  Staff  should  not  expect 
this  change  to  be  made.  This  2.5  "cut-cfT  was  judgmentally  determined. 


■J- 
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TABLES 

DIFFERENCES  IN  AVERAGE  IMPORTANCE  RATINGS 

PARTNERS  VERSUS  STAFF 


Potential  Change 


Partners  view  as  more  important  (p  <  .05) 


2 1  Advanced  placement  for  Masters 
1 4  Limit  personal  liability  of  partners 
1 3  Reduced  time  to  promotion 
1 9  Increased  personal  recognition 

6  Hire  paraprofessionais 
1 0  Timely,  constructive  perf.  evaluations 

8  Child  care  assistance 
1 7  Increased  communication  with  partners 
23  Eliminate  lock-step  pay  and  promotion 
29  More  contact  with  superiors 


(A) 

(B) 

Average 

Average 

Importance  Importance 

(A)- 

Rating 

Rating 

(B) 

t 

Partners 

Staff 

Diff. 

Stat. 

/ 

3.02  . 

'     2.29 

0.73 

7.16 

3.52--^ 

3.09 

0.43 

3.85 

3.34 

2.95 

0.39 

3.94 

4.16 

3.79 

0.37 

4.88 

3.50 

3.22 

0.28 

3.04 

4.25 

4.00 

0.25 

3.23 

3.25 

3.02 

0.23 

2.13 

4.19 

3.99 

0.20 

2.79 

3.81 

3.62 

0.19 

2.06 

3.S9 

3.73 

0.16 

2.09 

Partners  view  as  less  imccrtant  (p  <  .05^ 


4  Realistic  time  budgets  and  deadlines 
25  Upward  performance  evaluations 

3  10-15%  salary  increase 
22  Staff  select  client  portfolio 

5  Engagements  properly  staffed 
9  Enhanced  professional  training 

30  Know  "quitting  time"  each  day 

1 1  Oe-emphasize  profits  and  "low^balling" 

31  Return  home  each  weekend 

1 5  Greater  use  of  microcomputer 
33  Schedule  set  far  in  advance 
24  "Big  picture"  explained  to  staff 


3.67 

4.35 

-0.68 

-8.30 

3.28 

3.91 

-0.63 

-5.70 

3.50 

3.77 

■0.47 

-4.12 

3.54 

3.94 

-0.40 

-3.13 

4.07 

4.38 

-0.31 

-4.41 

3.94 

4.23 

-0.29 

-3.58 

2.59 

2.88 

-0.29 

-2.48 

2.97 

3.24 

-0.27 

-2.77 

3.70 

3.93 

-0.23 

-2.29 

3.93 

4.13 

-0.20 

-2.16 

lAl 

3.60 

-0.18 

-2.15 

3.91 

4.06 

-0.15 

-1.98 

NOTE;  The  response  scale  is  from  1  «  not  important  to  5  -  very  important. 
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TABLE  4 

DIFFERENCES  IN  AVERAGE  FEASIBIUTY  RATINGS 

PARTNERS  VERSUS  STAFF 


(A) 

(B) 

- 

Average 

Average 

Feas. 

Feas. 

(A)- 

Rating 

Rating 

(B) 

t 

Potential  Change 

Partners 
4.07 

Staff 
3.10 

Oiff. 
0.97 

Stat. 

iPartners  view  as  more  feasible  (p  <  .05) 

4  Realistic  time  budgets  and  deadlines 

11.35 

23  Eliminate  lock-step  pay  and  promotion 

3.22 

2.59 

0.63 

5.77 

1 9  Increased  personal  recognition 

3.75 

3.12 

0.63 

7.12 

1 8  De-emphasize  class  structure 

3.18 

2.58 

0.60 

6.22 

7  Alternative  work  arrangements 

3.55 

3.01 

0.54 

5.25 

1 7  Increased  communication  with  partners 

3.81 

3.28 

0.53 

6.05 

6  Hire  paraprofessionals 

3.27 

2.75 

0.52 

5.10 

1 4  Limit  personal  liability  of  partners 

3.25 

2.87 

0.38 

3.79 

26  Mentoring  system 

4.05 

3.68 

0.37 

3.04 

9  Enhanced  professional  training 

4.29 

3.95 

0.34 

4.15 

29  More  contact  with  superiors 

3.65 

3.31 

0.34 

4.21 

1 2  CPA  exam  study  time 

3.13 

2.83 

0.30 

2.86 

1 6  Greater  variety  of  assignments 

3.75 

3.45 

C.3C 

3.17 

21  Advanced  placement  for  Masters 

2.59 

2.30 

C.29 

2.72 

10  Timely,  constructive  perf.  evaluations 

3.89 

3.63 

0.26 

Z.69 

5  Engagements  properly  staffed 

3.70 

3.^8 

C.2Z 

2.55 

8  Child  care  assistance 

2.87 

2.65 

0.22 

2.0-1 

20  Mere  even  workload  throughout  year 

2.64 

2.43 

0.21 

2.20 

32  Stress  management  course 

3.46 

3.26 

0.20 

2.01 

28  Increased  reward  for  communication  skills 

3.34 

3.14 

C.20 

2.21 

24  "Big  picture"  explained  to  staff 

3.83 

3.64 
2.38 

0.19 

-0.56 

2.05 

IPartners  view  as  less  feasible  (p  <  .05) 

3 

3  10-15%  salary  increase 

1.82 

-5.78 

2  Reduce  out  of  town  travel 

2.44 

2.81 

-:.37 

-3.66 

22  Staff  select  client  portfolio 

2.42 

2.76 

-0.3^ 

-3.85 

1 3  Reduced  time  to  promotion 

1.97 

2.16 

-0.19 

-2.15 

NOTE:  The  response  scale  is  from  1  =  nci 

feasible  to  5  » 

very  feasible 
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TABLE  5 

DIFFERENCES  IN  AVERAGE  IMPORTANCE  RATINGS 

MALE  STAFF  VERSUS  FEMALE  STAFF 


Potential  Change 


More  important  to  male  staff  (p  <  .05) 
6  Hire  paraprofessionals 
3  10-15%  salary  increase 


(A) 

(8) 

Average 

Average 

Importance  Importance 

Rating 

Rating 

(A)- 

Male 

Female 

(B) 

t 

Staff 

Staff 

Diff. 

Stat. 

3.38 

3.05 

0.33 

2.58 

3.91 

3.63 

0.28 

2.05 

More  important  to  female  staff  (p  <  .051 
8  Child  care  assistance 
7  Alternative  work  arrangements 

30  Know  "quitting  time"  each  day 

32  Stress  management  course 

20  More  even  workload  throughout  year 

21  Advanced  placement  for  Masters 
2  Reduce  out  of  town  travel 

1  Strictly  caps  hours 
24  "Big  picture"  explained  to  staff 
5  Engagements  property  staffed 


2.57 

3.46 

-C.89 

-5.6.9 

3.52 

4.36 

-0.84 

-6.79 

2.60 

3.17 

-0.37 

-3.69 

2.84 

3.38 

-0.54 

-4.10 

3.45 

3.84 

-0.39 

-3.30 

2.10 

2.48 

-0.38 

-2.71 

2.88 

3.20 

-0.32 

-2.34 

3.17 

3A^ 

-0.27 

-2.05 

3.93 

4.19 

-0.26 

-2.51 

4.26 

4.50 

-0.24 

-3.43 

NOTE:  The  response  scale  is  from  1  •  net  important  to  5  -  very  important. 
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TABLE  6 
MOST  IMPORTANT  CHANGES  -  MALE  AND  FEMALE  STAFF 


Potential  Change 


Most  important  changes  -  Male  staff 


4  Realistic  time  budgets  and  deadlines 

5  Engagements  properly  staffed 
9  Enhanced  professional  training 

1 6  Greater  variety  of  assignments 
1 5  Greater  use  of  microcomputer 

1 0  Timely,  constructive  perf.  evaluations 

1 7  Increased  communication  with  partners 
26  Mentoring  system 

24  "Big  picture"  explained  to  staff 
3  10-15%  salary  increase 


Most  important  changes  -  Female  staff 


5  Engagements  properly  staffed 
4  Realistic  time  budgets  and  deadlines 
7  Alternative  work  arrangements 
9  Enhanced  professional  training 
1 6  Greater  variety  of  assignments 
1 5  Greater  use  of  microcomputer 
24  "Big  picture"  explained  to  staff 
26  Mentoring  system 
3 1  Return  home  each  weekend 
22  Staff  select  client  portfolio 


Average 

Importance 

Rating 


4.33 
4.26 
4.21 
4.21 
4.05 
4.00 
3.99 
3.99 
3.93 
3.91 


4.50 
^1.37 
4.36 
^.25 
A.23 
^21 
^.19 
^.14 
A.06 
4.03 


NOTE:  The  response  scale  is  from  1  «  not  important  to  5  ■  very  important. 
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TABLE  7 

FACTORS  CAUSING  STAFF  TO  VIEW  PUBUC  ACCOUNTING 

AS  A  SHORT-TERM  OR  LONG-TERM  CAREER 


Number  of  Respondents 

Mentioning  Each  Item 

Fartors  Causing  Staff  to  View  Public 

Accounting  as  a  Short-Term  Career 

Total 
261 

Male 

lis 

Female 

Job  demands  versus  personal  life 

146 

inadequate  pay  or  benefits 

135 

78 

57 

High  stress 

121 

51 

70 

Limited  advancement  opportunities 

93 

64 

29 

Other  career  opportunities 

43 

34 

9 

Factors  Causing  Staff  to  View  Public 

Accounting  as  a  Long-Term  Career 

154 

86 

Financial  rewards,  security,  and  stabiliry 

68 

Opportunity,  training,  and  experience 

139 

66 

73 

Challenging,  interesting,  exciting. 

and  enjoyable  work 

127 

53 

,74 

Variety  of  experiences 

89 

3f 

52 

Status,  professional  environment,  and 

other  non-financial  re'A^ards 

79 

47 

32 

JO 
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TABLE  8 

VIEWS  OF  PARTNERS  -  ASPECTS  OF  PROFESSION  ENJOYED  MOST  AND  LEAST. 

ATTRACTIVENESS  OF  PROFESSION  TODAY  VERSUS  WHEN  THEY  STARTED 


Aspects  of  Profession  Enjoyed  Most  by  Partners 

Intellectually  challenging  environment 

Contacts  with  clients,  staff 

Variety  of  clients 

Client  service,  business  advisor  role 

Upward  mobility,  personal  and  professional  growth 


Aspects  of  Profession  Enjoyed  Least  by  Partners 


Number  of  Partners 
Mentioning  Each  Item 
121 
91 
54 
42 
29 


Hours,  demands  on  family,  personal  sacrifice 
Litigation  and  personal  liability 

Stress  —  deadlines  and  pressure  to  obtain  new  business 
Fee  disputes,  competitive  pressure  on  fees,  low-balling 
Excessive  administration 


Reasons  Profession  is  More  Attractive  Tccay 


Interesting  and  challenging  work 

More  opportunities 

Greater  opportunity  for  business-type  consulting 

Wider  array  of  business  issues  anc  problems 

Globalization  of  business 


8 
6 

2 
2 


Reasons  Profession  is  as  Attractive  Tcoav 


Great  career,  challenging  fcr  hard  workers 

Great  opportunities 

Eamings  potential  higher 

Value  added  versus  compliance  service 

Less  mundane  work 


o 

3 


Reasons  Profession  is  Less  Attractive  Tccav 


Capital  investment  and  litigation  risk 
Lower  compensation 
Pressure  to  produce  fees 
Social  status  and  respect  Icwer 
Competitive  environment 
Stress,  pressure  never  step 


87 
32 
19 


■  o 
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